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DEALER TAX WATCH OUT 
If you had called me personally to ask, "What's 

happening lately with IRS audits of dealers and 
dealerships that I need to know about?" ... Here's 
what I'd say: 

#1. IRS AUDIT UPDATE •.• HOT AND EMERGING 
TAX ISSUES. The IRS continues its audit 

activity, and some agents auditing S corporations 
seem to be looking specifically for "built-in gains." 

As part of our coverage of portions of the AICPA 
1996 Auto Dealership Conference in Phoenix, we've 
summarized the remarks by Peter Kitzmiller from 
NADA and Robert Zwiers from the IRS. Their 
comments give you a pretty good idea of what's on 
the front burners right now. 

#2. FACTORY INCENTIVE PAYMENTS. Although 
IRS audit activity continues in connection with dealer 
payroll tax liabilities on factory incentive payments, to 
date there still has not been any specific action or 
petitions filed in the Tax Court on this issue. Peter 
Kitzmiller's Tax Update comments at the AICPA 
Conference gave more insight into why NADA be
lieves the IRS' position is incorrect. 

Neither Kitzmiller nor Zwiers discussed a more 
recent Letter Ruling (9647003) not specifically in
volving an auto dealer, but involving very similar 
payments. This Letter Ruling may shed more light on 
the IRS position and is summarized on page 7. 

#3. LIFO CONFORMITY: PENDING IRS REV. 
PROC. PUNISHING DEALERS FOR 
FINANCIAL STATEMENT CONFORMITY 
VIOLATIONS on STILL PENDING. The IRS is 

still sitting on a draft of a Revenue Procedure ad
dressing the penalty aspects for conformity viola
tions. Apparently, each succeeding review compli
cates, generalizes and bogs down the document 
even more. NADA has done everything it can and 
now just hopes it will see whatever the IRS decides 
to release before it goes ahead and releases it. 
Reference to this bogeyman throughout the year-in 
this publication, as well as by NADA and by the IR~ 
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As the year-end/twelfth statements are readied 
to be sent to the Factory, CPAs and dealers are still 
in the same quandary. NADA has advised dealers 
that, in the absence of written IRS guidance to the 
contrary, they should be sure to make the LIFO 
adjustment in their year-end income statements sent 
to the manufacturers, following the instructions pro
vided in the manufacturers' accounting manuals. 

Our conformity update appears on page 10. 

LOOKING FOR ADDITIONAL 
& "VALUE ADDED" SERVICES 

FOR DEALER CLIENTS? 

Look no further ... Just use the Dealer Tax 
Watch for a head start in golden consulting 
opportunities and activities to help dealer 

clients-and, in the process, to help yourself. 

see DEALER TAX WATCH OUT, page 2 
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#4. PROJECT 2000 WATCH. The Factories con
tinue their moves to consolidate dealerships and, in 
the process, are stepping up the pressure to some 
degree. Edd Roggenkamp's presentation at the 
AICPA Conference was much different in tone and 
message than earlier GM presentations at other 
conferences. Edd essentially told dealers that they 
need to "get with the Program" and that the Program 
will go on ... with or without them. For more on this 
and some of the emerging tax issues coming out of 
Project 2000 activities, see page 11. 

#5. RECENT TAX LITIGATION. A dealer recently 
went to the Tax Court attempting to get an ordinary 
deduction for the payment he made in connection 
with his guarantee to a bank on a floor plan loan. The 
Tax Court (Memo Decision 1996-487) held that un
der the circumstances, his repayment on the guaran
tee was limited to less-favorable short-term capital 
loss treatment. For a discussion of the Lee D. 
Froehlich case, see page 14. 
#6. CHOICE OF ENTITY FOR A DEALERSHIP. 
For years, especially since 1986, dealer advisors 
have debated whether C or S status was preferable 
for a dealership. In the meantime, along came LLCs 
(and LLPs) complicating the analysis/decision pro
cess. Ifthatwasn'tenough, recent legislation mostly 
effective January 1, 1997 allows S corporations 
greater structural flexibility, making the comparison 
still more difficult. Several speakers at the AICPA 
Conference touched on these points, and many, 
many recent articles have appeared ... so there's no 
shortage of reference material. The question is ... How 
do you put it all together and arrive at a conclusion? 

Beginning on page 20, we've summarized mate
rial culled from many sources. In addition, we've 
analyzed the recent Letter Ruling 9644027 in which 
the Service ruled that an S corporation operating 
several auto dealerships as divisions would not expe
rience a LIFO recapture on the transfer of its LIFO 
inventories ... or any other adverse tax consequences 
on the contribution of assets to several Limited 
Liability Companies (LLCs) it was planning to form. 

Dealers' advisors will want to read this ruling 
carefully because it is the first IRS letter ruling 
involving LIFO inventory transfers from corporations 
to LLCs that will be taxed as partnerships. Th is ru ling 
points out some of the potential problems that make 
obtaining an advance ruling from the IRS before 
proceeding almost mandatory. Also, some of the 
Service's premises on which its conclusions are 
based may be flawed. 

A corporation setting up an LLC that is going to 
be taxed as a partnership that is able to do so without 

(Continued from page 1 ) 

immediate tax consequences, has "struck it rich" 
... getting the best of both worlds: limited liability and 
greater tax allocation flexibility as a partnership. We 
have included some coverage of this Letter Ruling 
(more fully discussed in the December, 1996 LIFO 
Lookou~. As we said there, "if you're the taxpayer 
who received a favorable ruling, you're not about to 
look the proverbial gift horse in the mouth. But, if 
you're a bystander ... that's a different story!" 
#7. USED CAR LIFO. If you are planning to adopt 
LIFO for used vehicles, the article in the December, 
1996L1FOLookoutsummarizesthepresentation made 
at the Third Annual AICPA National Auto Dealership 
Conference in Phoenix and presents some additional 
contrasting viewpoints for your consideration. 

#8. THIRD ANNUAL AICPA AUTO DEALERSHIP 
CONFERENCE. The 1996 Conference was 

held in Phoenix on October 21 and 22 and a large 
audience heard many quality presentations on (1) tax 
and accounting issues, (2) dealership operations 
and (3) "dealer Of dealershipenvironmentals" ... those 
activities and trends which tend to cut across all other 
aspects of dealer operations. 

See page 3 and various presentations summa
rized in this issue of the Dealer Tax Watch. 
#9. DEALERSHIPS GOING PUBLIC. Another in
teresting aspect of dealer "environmentals" relates to 
those dealers who are going public. Obviously, 
there's a lot of speculation about whether this is the 
right time for dealers to make that move, whether 
they'll like it "living in a fishbowl," whether the mul
tiples being paid based on future earnings are rea
sonable ... to put it mildly ... and whether the activity 
so far is part of a major movement or something not 
likely to be sustained. 

One of the disadvantages of going public is that 
a dealer on LIFO typically gives up that benefit 
because of the desire to show the public how profit
able the dealership is (and not really how smart it is 
in taking advantage of this legitimate tax deferral). 
After all, earnings per share is more important than tax 
reduction! Also, from the "goldfish bowl" aspect, much 
can be learned about related party transactions and 
how dealers are structuring some of their tax affairs. 
#10. AD ASSOCIATIONS TAX ISSUES NOW IN 

THE COURT8-PETITIONS FILED 
HIGHLIGHT CONTROVERSIES WITH IRS. 

Several of the manufacturer advertising associa-
tions have contested IRS assessments in District 
Court seeking refunds. This subject appears on 
several hot tax issues lists, and we now have evi
dence of it being carried further. 
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AICPA 1996 AUTO DEALERSHIP CONFERENCE 
The Third Annual AICPA National Auto Dealer

ship Conference was held in Phoenix at the Pointe 
Hilton Resort on South Mountain on October 21-22. 
It was an excellent opportunity to hear nationally 
recognized speakers on critical issues and subjects 
affecting dealers and their CPAs. It was also a good 
opportunity to visit with "old" acquaintances and to 
make new ones. 

The Conference covered a wide variety of sub
jects generally categorized as (1) tax and accounting 
issues, (2) dealership operations and (3) "dealer or 
dealershipenvironmenta/s"-bywhich we mean those 
activities and trends which tend to cut across all other 
aspects of dealer operations. 

The AICPA Conference Manual consists of 
speaker outlines and overheads and Powerpoint 
slides prepared by many-but not all-of the speak
ers. 16 of the 21 Conference presentations were 
audio taped. You can order a copy of those that were 
taped directly from the AICPA. Presentations not 
taped are preceded by a (*) in the listing below. 

Edd Roggenkamp's comments on "Future Trends 
in Franchises" are covered on page 11 as part of our 
Project 2000 Update. 

The "Latest from the I RS" and the "Update from 
NADA" are covered in the Current Hot and Emerging 
Tax Issues article on page 4. 

The presentation on "Used Vehicle LIFO - A New 
Profit Center" was extensively analyzed in the De
cember, 1996 issue of the LIFO Lookout. 

COMMENT: The "Auto Dealership Tax Planning 
Issues - Advanced" presentation included discus
sions of (1) Choice of Business Entity: including 
corporate vs. partnership characteristics, tax consid
erations for choosing an entity, Sub-S Corps and the 
1996 Legislation, "check the box" regulations ... (2) 
reasonable compensation and the use of hedge 
agreements ... (3) Record Retention: including dis
cussions of Computer Audit Specialists and Rev
enue Procedure 91-59 which contains detailed pro
ced ures for retai ni ng computer records ... (4) Section 
197 Issues involving the capitalization and amortization 
of "Section 197 intangibles" ... (5) Transfers of LIFO 
inventories ... and (6) Section 263ACostCapitalization. 

CONFERENCE PRESENTATIONS 

TAX AND ACCOUNTING ISSUES 

1. *Latest from the IRS ... Robert Zwiers. 

2. Update from NADA ... J. Peter Kitzmiller. 
3. Used Vehicle LIFO - A New Profit Center. 

4. Auto Dealership Tax Planning Issues-Advanced. 

5. *Producer Owned Reinsurance. 

6. Key Audit and Accounting Issues. 

DEALERSHIP OPERATIONS 

1. Benchmarking an Auto Dealership Department 
by Department. 

2. Walkthrough of a Dealership from a Dealer's 
Perspective - What Every CPA in the Auto
motive Industry Should Know. 

3. Usi ng Dealership Computer Systems to Increase 
Dealership Profitability. 

4. *Analyzing Key Performance Areas in Service, 
Parts & Body Shop Operations. 

5. Where's the Cash? 

6. Effective Internal Controls Over Parts & Service. 
7. Everything You Wanted to Know About Dealer

ship Computer Systems, But Didn't Have 
Anyone to Ask. 

8. Creative Incentive Opportunities for Employees. 

9. Key Internal Controls for the Front End .. 

10. Automotive Marketing Via the Internet. 

DEALER/DEALERSHIP ENVIRONMENTALS 

1 . Keynote Address: Outlook on the Automotive 
Industry ... Gerry Paul. 

2. *Future Trends in Franchises ... Edward K. (UEdd") 
Roggenkamp III. 

3. *Auto Dealers Are Going Public. 

4. How to Handle and Serve Auto Dealer Clients. 

5. Legal Issues for Auto Dealers. 

Dealer Tax Watch Out (Continued from page 2) 

#11. WOW: DON'T EVEN THINK ABOUT DOING #12. NADA CONVENTION AND EXPOSITION. The 
THIS. Recently, an attorney was found liable for NADA Convention will be February 1-4, 1997 in Atlanta. 

penalties amounting to $700,000 under Section 6701 There's no better way to bond with your dealer clients 
for backdating Forms 5300 for 23 corporate plans than to tell them you've just come back from the NADA 
''trying to" show that they had been amended prior to Convention with some great ideas to discuss with them. 
a critical cut-oft date. If you're curious, see Burger v. Chances are you may even see some of your clients 
U.S., 96-2 USTC Par. 50,339 (2d Cir. 1996). there while you ... meet new prospects and get new 

ideas. * 
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CURRENT HOT AND EMERGING TAX ISSUES 
Several speakers at the AICPA Conference addressed current hot and emerging tax issues. Although not 

billed in the program as "current hot topics", the material presented in the "Auto Dealership Tax Planning Issues 
- Advanced" session and in the "Used Vehicle LIFO" session certainly qualify as well. 

As a member of the Conference Planning Committee, it was my privilege to act as moderator for the 
presentations made by Robert Zwiers (IRS) and Peter Kitzmiller (NADA). Coordinating the deluge of questions 
during the subsequent question and answer session (not taped) was one of my great challenges during 1996. 

Mr. Zwiers, the IRS Motor Vehicle Industry Specialist, discussed LIFO conformity, employee incentive 
payments, Producer Owned Reinsurance Companies and the "new items list" in connection with the Alternative 
LIFO Method (Rev. Proc. 92-79) which Mr. Zwiers' office in Grand Rapids (616/235-1076) issues. The new items 
list is published quarterly, is not an "official" list and it is available from either state dealer associations or directly 
if you wish to add your name to the IRS' mailing list. 

The AICPA Conference Committee deferred to Mr. Zwiers' request that his presentation not be audio taped. 
Approximately a week later, both Bob Zwiers and I were speakers atthe Michigan (MACPA) Automotive Dealers 
and Suppliers Conference and his "Tax Update Presentation Outline" was slightly more extensive there than it 
was for the AICPA Conference. For example, his MACPA Outline included a discussion of demonstrator tax 
issues, emerging issues and a little more on the LIFO conformity issue. 

In addition to relating the substance of their presentations and adding some comments of our own, we have 
included portions of Mr. Zwiers' outlines and discussed a recent letter ruling (not mentioned by either Zwiers or 
Kitzmiller) which relates to manufacturer/dealer withholding on incentive payments. 

LIFO CONFORMITY 

Mr. Zwiers' outline was relatively brief in dealing with the LIFO conformity issue, as well as the Alternative 
LIFO new items list. In connection with LIFO conformity, heindicated hewassorryto reportthatthe long-rumored 
revenue procedure affecting dealer conformity matters was still not ready to be issued by the National Office. 
He indicated that he was hopeful that any IRS/National Office releases on the subject of conformity would also 
include "guidance for future years" that would be consistent with the Service's prior TAMs. He also indicated that 
the resolution of the conformity issue for prior years was likely to be different depending on whether the taxpayers 
were under examination or not under examination as of a critical (still unknown) date. 

Mr. Zwiers reviewed the application of the statute to all full-year reports to shareholders, partners, or other 
proprietors, or to beneficiaries and for credit purposes. He emphasized that similar wording applies to 
subsequent LIFO inventories in subsequent years' reports. He also briefly reviewed the Service's two Technical 
Advice Memoranda which confirm the position: L TR 9535009 and L TR 953501 O. He indicated that these rulings 
cite Rev. Proc. 79-23 as providing grounds for LIFO termination and that termination of the LIFO election applied 
even though the dealer had elected the Alternative LIFO Method under Revenue Procedure 92-79. 

NADA's Peter Kitzmiller, in his remarks on LIFO conformity, indicated that on behalf of NADA he, too, was 
somewhat embarrassed thatthis issue had not been resolved by this time, especially considering the tremendous 
resources NADA had committed in an effort to get the issue resolved. Peter expressed hope for specific guidance 
as well as a relaxation of any penalties, suggesting that penalties for prior LIFO conformity infractions could or 
should be waived. 

Peter asked for any dealerships under audit to contact him so that he can be aware of what was going on 
in those audits and add those names to the 22 dealerships already under audit. Apparently, the IRS is not raising 
the conformity issue in any new audits, having placed all existing audits on hold. Peter said he hoped that NADA 
would at least be given the opportunity to look at any IRS pronouncements before they are published. 

Note: for our recap of the conformity issue, see page 10. 

DEMONSTRATOR VEHICLES' 

Mr. Zwiers' MACPA Tax Update Outline raises the two key questions: (1) Are mileage logs or other 
corroborative evidence showing that the rules are being followed required of salespersons? and (2) Are F & I 
managers and Leasing managers full-time salespersons? He also indicated that vehicles used by others are 
taxable income as additional compensation, or for others unless charged back, as dividend income. 
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Current Hot and Emergjng Tax Issues (Continued) 

Mr. Kitzmiller, on the subject of demonstrator vehicles, called attention to a number of the Service's audit 
programs, including one involving dealers in the Boston area. There are a number of issues which are in dispute. 
He indicated that subjecting demo vehicles to the "usual restrictions" does not seem to be enough since recently 
the IRS has taken the position that salespeople need to keep logs and, if they don't have logs, they haven't shown 
that there is a substantial restriction on the personal use of the vehicle and they are no longer entitled to the 
salesperson's exemption. 

Peter expressed his opinion that where the IRS can back up its belief that salespersons are abusing their 
demonstrator privileges, then log maintenance or other action would be required. However, he felt that even if 
a log is maintained, that log may not provide the information the Service requires. He said he had talked to some 
agents in Wisconsin who've asked for these logs, and said ... "Let's assume for a second that we have a log. 
Now what does that do for you?" At that point one could look at that log and say you've (the salesperson) 
exceeded the personal use restriction and you don't get the exemption any more. Peter felt that he didn't think 
a log was going to provide the information the IRS needs ... "I don't think it's a problem ... I think this is an issue 
searching for a problem." 

Peter readily acknowledged that many dealers are not keeping track of their demonstrators and are clearly 
inviting the kind of attack the Service is raising. He emphasized that dealers can't be driving cars and not paying 
any taxes on them. He also emphasized that dealers should have a written demo policy and that there's no 
excuse for not having one. To illustrate his remarks about dealers not paying attention to the economics of their 
demos, Peter indicated he had received a call from a dealer who was having an IRS demo audit. The dealer had 
67 demos out and could account for only 34 of them ... he had no idea where all of the rest were. "I think that's 
just not paying attention." 

Demo use issues remain among the very hot issues in search of resolution. For more specifics, see the June, 
1996 Dealer Tax Watch, pages 9-11. 
I 

IRS ... MR. ZWIERS ... EMERGING ISSUES 

1. LIFO pooling by separate trade or business. 

2. In connection with demonstrator use, what records are full-time salespersons required to keep? ... 
and what is the definition of a full-time salesperson? 

3. Expenses incurred in another business (Michigan Credit Life Agencies) and related questions 
regarding the deductions of losses. 

4. Related finance company-transfers to notes at a discount may be disregarded. 
5. Used cars and sub-prime financing arrangements between related parties: Are notes sold or merely 

assigned to finance company? 
6. What format must a dealership's computerized records be in so that they can be reviewed by the 

IRS during an examination? 
7. Advertising associations---income and expense deductions. Litigation now being pursued, some of 

it in the District Courts, rather than in the Tax Court. 

WITHHOLDING ON MANUFACTURER INCENTIVE PAYMENTS TO AUTO DEALERSHIP SALESPERSONS 
Below is a combination of the outlines Mr. Zwiers used at the AICPA and the MACPA Conferences in 

connection with employee incentive bonuses/factory bonuses to salespersons. 

A. Types of payment include cash, trips, prizes, merchandise, etc. 

B. Payor (i.e., source of payment) varies: Dealer, manufacturer/distributor, supplier, etc. 

C. If awarded to the dealership and distributed to employees: 

1. Manufacturer not required to provide Forms 1 099. TAM 9152001. 

2. Dealership is responsible for employment taxes and reporting for all compensation. 

D. If awarded directly to the salesperson: 

1. Not income from self-employment and not subject to self-employment tax. TAM 9423004. 

2. If employees' share of employment taxes have not been withheld, employees are liable for those taxes. 
TAM 9525003. 

see CURRENT HOT AND EMERGING TAX ISSUES, page 6 
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Current Hot and Emerging Tax Issues (Continued from page 5) 

3. Since not income from self-employment, should not be reported on Schedule C and no business 
expenses are allowed to be deducted from the income. Thus, expenses are subject to the 2% limitation. 

4. Either the dealership, as the common law employer, or the manufacturer, who has control of the payment 
of the incentives, is liable for the employment taxes. (Comment: "either" ... which one?) 

5. Considering requesting technical advice to help establish a Service position as to whether the dealership 
or the manufacturer is liable for the employment taxes. 

6. Will dealers and manufacturers agree as to who will pay the employment taxes? 

7. Will Rev. Rul. 70-337 be revoked as recommended in General Counsel Memorandum 36853 dated 
September 17, 1976? 

E. Who is common law employer? 

F. Are bonuses part of dealer (Le., dealership's) wage structure? PLR 9525003. 

1. Must sell vehicles through dealer. 

2. Dealer participates in the award process by providing information and verifying who met the require
ments. 

3. Incentive programs are in effect virtually continuously. 

4. Programs are repeated yearly and are relied upon for additional compensation. 

G. Many rulings hold that payments to common law employees for services by a party that is not a common law 
employer are wages. 

H. Revenue Ruling 70-337 not applicable if: 

1 . Bonuses are part of the wage structure, 

2. Dealer is liable for paying commissions to the salesperson even if the manufacturer does not remit 
amounts to the dealer, or 

3. Dealer indicates to the employee that the payments are for services performed for the dealer. 

I. If employee receives a Form 1099 from the manufacturer and the dealer includes the amount on Form W-
2, the employee is not taxed on the same income twice. 

Peter Kitzmiller emphasized that this whole area is not settled and that the articles that had appeared earlier 
in the Automotive News had caused a tremendous amount of confusion. 

So far, the IRS' conclusion has been that either the dealer OR the manufacturer is liable, but the Service 
doesn't say definitely that the dealer is. Apparently, the IRS has audited all four of the major manufacturers in 
Detroit (Ford, General Motors, Chrysler and Volkswagen). Peter indicated that Revenue Ruling 70-337 at this 
point is really the key document that stands between the current IRS examining agents and the interpretation 
they would like to apply. Revenue Ruling 70-337 states that these payments are not wages for employment tax 
purposes. However, the 1994 and 19951RS Letter Rulings reach the conclusion that such payments are wages. 

Peter believes the recent Private Letter Rulings go off the track in their (mistaken) assumption that the 
manufacturers are paying the incentives to benefitthe dealers. NADA contends that the manufacturers pay these 
incentives for their own benefit because they have too many cars-and not for the dealer's benefit. Accordingly, 
Peter contends that these letter rulings contain factually incorrect assertions and that they are fundamentally 
flawed because the manufacturers' payments of these incentives are llQ1 designed to benefit the dealers. 

The manufacturers' incentive payments on vehicles are made only on those vehicles which the manufacturer 
deems need to be moved and often, the sale or movement of these vehicles is not necessarily in the dealer's 
best interest. (This would seem to be obvious to anyone who understands the industry ... but it is difficult to 
convince the IRS.) Furthermore, the dealer has no legal obligation to pay the incentives to the salespersons 
if the manufacturer announces a plan and does not make payments under the plan. On top of that, the 
manufacturers can change the amounts, terms and conditions underlying each of their incentive programs, over 
which the dealer has no control whatsoever. 

In addressing the attempts by the IRS' recent letter rulings to distinguish the previous holding in Revenue 
Ruling 70-337, Kitzmiller believes the Service is incorrect in the following respects. 

-+ * De Filipps'DEALERTAXWATCH 
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Current Hot and Emerging Tax Issues (Continued) 

1. The statements .that thebonu$es pai,d are an integral part ofthe employer's wage structurl7-Kitzmiller 
said the Se.rvice hasr'lQt effectively said what this really means. 

2. The deaIEtfis!lQ1l}able nor legally obligated to the salesperson for paying the commissions or incentive 
payments,ifthe manufacturer does not make those paymEtnts. The manufacturer has 100% control over 
its own prOgram, They.can endthemtomorrow ... they can extend. them ... they can decide notto extend 
them .. : they can raise the amount ... they can lower the amount. But the dealer is under no legal 
obligation to pay the salesperson if the manufacturer fails to do so. 
Part of the problem is that many manufacture~s believe the issue is pretty clear cut. The manufacturers are 

trying to pass this off as,a problem forthec;jealefs, when it is the incentive programs of the manufacturers that 
are creating the problem. The. IRSseerns to feel that even thoughtMdealers may notknow how much money 
has been paid totheiremployees l!nder.aFactQry'sincentive programs, and even though the dealers don't have 
access to the Illoney, becausethechecki.smade outtothe salesperson ... the Service still thinks the dealer 
should withhold. That's really the box that the dealer is in. 

If a controller decided tomorrow to start withholding on the incentive payments, first of all there would have 
to be better information on hoW much each salesperson has been paid. The manufacturerwill have to make more 
frequent and accurate reports to the dealer. A second issue becomes: Against what otherincome is the 
dealership going to withholditheta>CEtS related to. the incentive payments? The check from the Factory has not 
been made out to the dealership: 'The check is made out to the salesperson. Is the dealership going to have 
to try to withhold from some otheropayments it is making t.o the salesperson? That might not be practical and 
itdoesn't seem to make. rTlI;lch$9nSe, butthat'sbasic~HYwhat dealers may have to do. 

Many related problems will arise, espeCially in terms of coordinating information reported by the manufac
turer on Forms 1099 with corresponding.' amOl!nts salespersons will report in their Schedule Cs and then 
attempting to tie in the amour'lt of withholding on Forms W-2 (issued by the dealer) relating to compensation 
reported by anotherpayor(Le., the Factory)ona. Form 1099. Lots of LUCk!! 

The manufacturers that are Gurrentlyunder IRS audit on this issue take the position that the 1970 revenue 
ruling and the current system whereby they send a 109!1 to the salesperson is the correct way to do this. One 
manufacturer (Subaru) changed its program recently so that it is no"" making its incentive payments directly to 
the dealer, instead oHothe salespersor'l. The dealer then is going to run it through payroll and pass it on to the 
salesperson. Thiseff(;!ctively means the. dealer is going to do the withholding. Again, in that case, the dealer 
has access to the money. However, the reaJissuef9f thedealf3r is thatits payroll tax costs for these employees 
just went up by7.65%(plus or minus); on cor:npensation.paidt() its employees by otherpayors/the Factory. If you're 
a dealer, you maY·oIJjE;lct tQPaying,~ne$e.a~ditional'taxeSiHhere'isno ~ay for you to be reimbursed by the Factory. 

NADA has talke«;ito the'mariu,factwrersaboutthiS,t,">utthey$eerntoturn a deafear. Some manufacturers 
say to thedeaiers, whate"~r yau:,WGrk,.ouf w,iih,the tRSshauld ~efine .. But ... that's because this is really the 
manufacturers~probl,em ~ndthed~al:~ts.ateg¢#ir1gstu~kwiththisQecause they have· fewer resources to fight 
the IRS on this. ~ADAwilrcor;1timj)e tqtalk tothf3ma{lu,faciurefS ~ndtry to geta reasonable resolution of this 
issue. In the meantime,. dealerS will. simply beinfhe'middle of thiS squeeze play. 

NEW LETTERI7lULlNQ!J647Q03':DOESItSHED ANY· NEW LlQHT? Letter Ruling 9647003 dated July 
31,1 Q96 may shedfurther'light em how th'e.SerVice is currently interpreting specific fact situations. In this letter 
ruling, the Serviceheldthata(cosrnetics productS)manufacturerwas Obligated to pay federal employment taxes 
on the CQrilmisSionsitPaict:directlytosalespersons who were the em~loye.es .of a department store in which its 
prodl!ctswere'~sold. :In order to encourage a store to carry the manufacturer's product lines, the manufa.cturer 
agreedto pay salesvolume~basedC:ommissions to {he store. Nocontractu'al obligations exist on the part of the 
manufacturer to any party other than the store, regarding payment'of these omissions. The amount of the 
commissionsto be paidwas negotiated by the manufacturer and the store and usually the manufacturer made 
payments tothe store fortheaggregatecaml'l1issiOrls thCit were payable and the store then paid the commissions 
to the'sli.lespersons according t9theirJe~pe'etiye shares of the. sales conducted. In LTR9647003, the 
manufac~urer represemted· thatth~$tore,eol1()~.i~Iit:>IyG~lJld:chOoseto,retain the. entire commission that the 
manufac.turer had agreed topaY.'The.saIEtspe~sqt)s,'~~re riQrmally to.ld that their compensation would be a 
combinati.onof salary and commf~ion jncome ancftheC0!'nmisstpnp()rtion wouldbedatermined based on each 
salesperson~ssales.volume. The. manuf!JctVrer'stat~Ciftllat th~commisslonswere for services the salespersons 
provided for the depar1mentstores; .. and 'nOtforthenianufactl,lrer. In most cases, the commissions were paid 

see CURRENT HOT AND EMERGING TAX ISSUES, page 8 
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Current Hot and Emerging Tax Issues (Continued from page 7) 

in the aggregate to the department store which subsequently distributed the amounts to the salespersons. 
However, in some instances the manufacturer paid the commissions directly to the individual salespersons 
because the store requested or required such method of payment. The manufacturer issued a Form 1099-MISC 
to each salesperson it paid directly. It was these payments----i.e., those made by the manufacturer directly to 
individual salespersons where the store requested or required it-that were at issue in this ruling for purposes 
of the manufacturer's liability for employment taxes. 

The Service concluded that with respect to the commissions paid by the manufacturer directly to the 
salespersons, such commissions were remuneration for services performed for the employer department stores 
and, thus, were wages for employment tax purposes. The Service held further that since the manufacturer had 
control of the payment of such wages, the manufacturer was the Section 3401 (d) (1) employer for all federal 
employment tax purposes with respect to such payments. This would include the employee FICA imposed by 
Section 3101, the employer FICA matching portion imposed by Section 3111 and the FUTA tax on employers 
imposed by Section 3301 . 

L TR 9647003 cites numerous revenue rulings, including 70-337, which hold that certain bonuses paid by a 
manufacturing company to salespeople employed by dealers are not wages for federal employment tax 
purposes. In Revenue Ruling 70-337, the company/taxpayer agreed with various dealers that it would pay 
bonuses to each of the dealers' salespersons and either the company paid the bonuses directly to the 
salespersons or the company authorized the dealers to pay the bonuses to the salespersons and then 
reimbursed the dealers for the amounts so paid. Revenue Ruling 9647003 also cites Revenue Ruling 70-331 
which held that prize points awarded by a distributor to salespeople employed by independent dealers were not 
wages for federal employment tax purposes. In Revenue Ruling 70-331, the prize point program was a sales 
incentive program instituted by the distributor for the salespersons and the prize point checks awarded 
thereunder were issued by the distributor directly to the individual salespersons. 

Both Revenue Rulings 70-331 and 70-337 state that the payments made by the manufacturer are 
remuneration for services performed for the distributor and manufacturer, respectively, rather than for the 
employer-dealers. This is a critical factor in both Rulings. In both Revenue Rulings the third party either (1) makes 
the payments directly to the salespersons or (2) authorizes the employer to make such payments and 
subsequently reimburses the employer. Furthermore, the Rulings indicated that the respective payment 
programs were established or agreed to by the third party for the direct benefit of the salespersons. 

In Letter Ruling 9647003, the manufacturer agreed to pay commissions to the store as an incentive to the 
~ to sell its products and the store determines whether the commissions are distributable to the salespersons 
... and ... the manufacturer (third party) only paid commissions to the salespersons directly if requested or required 
to do so by the store. Consequently, Revenue Rulings 70-331 and 70-337 were distinguishable from the facts 
in L TR 9647003 and the manufacturer could not rely upon those Rulings to avoid the employment tax obligations 
imposed by Section 3401 (d) (1). 

Here again, it appears that the real issue is whether the incentive program under which payments are made 
is for the benefit of the manufacturer or for the benefit of the employer. 

It would appear that this Letter Ruling 9647003 is distinguishable from the auto dealer situations insofar as 
it involved a cosmetics manufacturer who had agreements with various department stores which were set up to 
encourage those stores to carry the manufacturer's product lines. In the typical dealership situation, the 
contractual relationship with the manufacturer requires the exclusive carrying and promoting of those lines. 

Manufacturers who pay commissions to salespersons directly when requested or required to do so by the 
employers of those salespersons will not be happy with this ruling that holds them accountable "for all federal 
employment tax purposes with respect to such payments." But this is not the typical fact pattern for auto dealers 
and their Factories. In 9647003, the manufacturer as payor had control over the payments and was responsible 
for withholding related payroll taxes even though the incentive program was for the benefit of the department 
stores who were the common-law employers of the salespeople. It would seem that (under the facts in 9647003) 
the manufacturers were simply acting as agent-paymasters for the common-law employer stores and that the 
manufacturers could expect to be reimbursed for the employment taxes they paid by the stores who otherwise 
would have had to pay the taxes if they had paid the commissions directly to the entitled salespersons. 

----? 
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Current Hot and Emerging Tax Issues (Continued) 

PRODUCER OWNED REINSURANCE COMPANIES (PORCs) PORes 
Mr. Zwiers reviewed the detailed outline below on Producer Owned Reinsurance Companies. It was evident 

from his review that IRS agents are now paying more attention to PORC arrangements. Mr. Kitzmiller's outline 
simply referred to this topic, but time did not permit him to make any remarks on it. Another conference speaker 
(Stephen W. Barrett, not taped) devoted his entire presentation to PORCs. 
A. Allow dealers to participate in underwriting profits. 
B. Captive insurance issue may apply-Rev. Ru!. 77-316. 

1. Premiums are not deductible. 
2. Losses are deductible under the economic performance rules, usually when paid. 

C. What not to do ... or, how to create a sham ala William T. Wright et. al. v. Commissioner, T.C. Memo 1993-
328. Significant flaws in structure and operation to avoid: 

1. Oversubmits--"Christmas Club." 
2. Reduced dealer commissions. 

3. Shareholder loans lack documentation and performance (Le., poorly documented and non-performing loans). 
4. Failure to segregate assets. 
5. Shareholder withdrawals for personal use. 
6. Inadequate initial capital. 
7. Negative surplus. 
8. Court determined PORC was a sham. 
9. Narrow application? 

D. Reinsuring dealer obligor extended service contracts. 
1. Humana, Inc. v. Commissioner, 881 F.2d 247, 6th Circuit, ruled that payments between brother/sister 

corporations were insurance premiums. 
2. How to create a sham ala Malone & Hyde, Inc. and Subsidiaries v. Commissioner, 62 F.3d 835. 

6th Circuit ruled that the reinsurance company was a sham and payments were not premiums when: 
a. Taxpayer could buy insurance from unrelated insurers. 
b. Reinsurance company was undercapitalized. 
c. Taxpayer executed a hold harmless agreement with the fronting company. Indemnification of the 

primary insurer by the taxpayer. 
d. Broad application? 

E. Issues to consider: 
1. Reduced commissions-After setting up PORC, the commissions paid to the dealership are reduced 

and channeled to the PORCo 
2. Oversubmits--After setting up the PORC, the dealership pays an inflated amount as "insurance 

premiums" to the fronting company who transfers the excess to the PORCo 
3. "Loans'~As funds accumulate in the PORC, the dealer uses them for business or personal purposes 

by "borrowing" from the PORCo These "loans" may actually be disguised dividends if the interest rates, 
repayment provisions or performance either lack economic substance or are ignored. Loans lacking 
proper documentation and/or performance ... "touching the money." 

4. Shams-There are significant flaws in the way the transactions with the PORC are structured or carried out. 
5. Has the PORC actually been formed? 
6. PORC makes investments in personal use assets ... condos, boats, etc. 

F. Is the PORC being used only as a disguised commission arrangement? 
G. How to interpret IRC 845(b) ala Trans City Ufe Insurance Company, v. Commissioner, 106 T.C. No. 15. 

1. IRS may apply IRC 845(b) even though there are no regulations. 
2. Reinsurance agreements had economic substance and did not have a significant tax avoidance effect. 

a. Nine factors analyzed ... eight found to favor the taxpayer ... one was neutral. 
3. Will IRS appeal? (Note: the IRS did not appeal the decision.) 

H. Excise tax and insurance issues: including related party insurance income, policy acquisition costs, and 
reserves and deferred income. 

see CURRENT HOT AND EMERGING TAX ISSUES, page 32 

De Filipps' DEALER TAX WATCH * Vol. 3, No.3 

~A~au~art~e~~Y~UP~da~le~m~E~ss~en~lia~IT~u~ln~fo~rm~al~ion~fo~r~De~al~er~sa~nd~T~he~lr~CP~A~S~ ~~~~~~~~~~~~D~e~ce~m~b~e~r~19~9~6~9 



* 
De Fillpps' DEALER TAX WATCH 

Willard J. De Filipps, CPA, P.C. 
317 West Prospect Avenue Mt. Prospect, IL 60056 

(847) 577-3977 FAX (847) 577-1 073 
INTERNET: http://www.deflllpps.com 

Published Quarterly 
March. June. September 

and December 
$325 

Start my subscription for the next four issues of the Dealer Tax Watch with the issue. 

D YES! My check for $325 is enclosed for 4 issues. 

Back Issues of the Dealer Tax Watch are available tor $70 each. Please send me: 

1996: 010 (March '96) 0 20 (June '96) D 30 (Sep '96) D40 (Dec '96) 
1995: 010 (March '95) 0 20 (June '95) D 30 (Sep '95) 840 (Dec '95) 
1994: FIRST ISSUE ~ 0 20 (June '94) D 30 (Sep '94) 4Q (Dec '94) 

NAME(S):=----_________________________ _ 
FIRM NAME: ___________________________ _ 

ADDRESS: _____________________ ~ ______ _ 

CITY: STATE' ZIP: PHONE: ( __ ) 

10 December 1996 A Quarterly Update of Essential Tax Informadon for Dealers and Their CPAs 



PROJECT 2000 UPDATE 
Many readers reacted favorably to our Project 

2000 and Dealer Downsizing coverage in the June, 
1996 Dealer Tax Watch. Now only three years 
remain to the magic moment, January 1, 2000. This 
"Project 2000 Update" focuses on some of the emerg
ing income tax problems arising out of Project 2000 
activity and summarizes the remarks made by Ed
ward K. Roggenkamp ilion "Future Trends in Fran
chises" at the AICPA Dealership Conference in Phoe
nix. There was no mistaking a "hard line" running 
through Edd Roggenkamp's comments--which were 
not taped. They were in sharp contrast to the more 
genteel messages heard earlier this year from other 
GM representatives. This shouldn't come as a 
surprise. 

As GM and others continue their shake out 
efforts to downsize the dealer body, the situation as 
they see it is simple to describe: too many inferior 
dealers are operating at inferior locations out of 
inferior facilities. Wherever the Factory can termi
nate a dealer on its "hit list" without fully compensat
ing that dealer for the value of the business, it has hit 
a "home run" according to Eric L. Chase, an attorney 
who closely follows and represents many dealers in 
Project 2000 matters. 

"FUTURE TRENDS IN FRANCHISES" 
... MR. ROGGENKAMP'S REMARKS 
Here are the numbers on Project 2000: 50-40-10 

... 50% of the dealers like Project 2000 ... 40% of the 
dealers are baffled by it and ... 10% of the dealers 
hate it. If dealers aren't in the right places to reach 
customers and if dealers aren't structured to make 
their stores viable, then those dealers simply won't 
survive. According to Edd Roggenkamp ... "if a guy's 
going to put his feet in concrete and his brain in along 
with them, there's not much pressure we (GM) really 
can put on them-but the whole 2000 Plan is de
signed for the dealer to WiN" .as well as for GM and 
the customers to win." 

Mr. Roggenkamp interspersed nice slides and 
statistics throughout his talk documenting the major 
changes in retailing and how once familiar names 
have lost their premier place in retailing history. The 
key is the rapidly changing outlook and expectations 
of the American consu mer whose biggest shortage is 
time in which to shop ... particularly when that shop
ping involves an anticipated unpleasant experience 
(funny ... you'd have thought their biggest problem 
was financing and affording the price of their cars!). 

Undoubtedly one of the Conference's more easy 
to listen to speakers, Roggenkamp looked at the 

"losers list" including K-Mart, Holiday Inn, Howard 
Johnson, A & P and observed that reinventing your
self when you're successful is always the hardest 
task. He asked the question: "How does a retailer 
stay ahead of the retail revolution in his business?" 
Dealers who are complacent or in what Roggenkamp 
describes as the "Comfort Zone" are simply awaiting 
the kiss of death. Any rationalization for not changing 
because "everybody's making money, so why 
change?" will result in trouble sooner or later. He 
warned against picking out unique dealers (including 
in this category dealers who are "going public") and 
concluding that they are normal and using their 
examples to justify not changing with the times. 

GM has a Plan for the market and the real 
question is where does the dealer fit into that Plan. 
There appears to be little sympathy for dealers 
lamenting that GM has broken their hearts now 
because GM is doing what it announced it was going 
to do quite some time ago. There's also very little 
sympathy for the dealer who grew up in the business 
and who can't let go, and can't be objective. There's 
no discussion at all about payback to dealers for their 
loyalty to GM and its product panoply in the past. 

GM is stressing both its facility image and better 
location initiatives. Many dealers are asking why 
they should put more money into their facilities. The 
answer is because customers are looking for honesty 
(or at least perceived honesty). competence, simple 
fast and easy shopping experiences in modern. neat 
and clean facilities. GM stresses its image program 
because its studies show that the customer's percep
tion based on the quality of the inventory, compe
tence of salespeople and management polici es tends 
to match the store and how it looks. Dealers who 
want to skimp on the "image upgrade" aspect of the 
program are simply trying to "put lipstick on a pig" and 
will not stand in good favor with GM. 

As to location, many people who work during the 
day can only buy cars at night. They are concerned 
(who isn't?) about crimes against person. Custom
ers don't want to go into razor wire, lights and guard 
dogs just to buy a car and GM has assiduously 
studied and documented the location aspects of its 
program. Metro and high growth areas where deal
ers are surrounded by synergy and can sell 1500 
units per month are a high priority. Dealers with 
"declining demographics" tend to be inner city stores 
where it takes a lot of money to buy a car. Dealers 
in a placellocation that people want to move 
from ... need anything more be said? GM seems at 
least willing to let dealers in "rural" areas selling less 

see PROJECT 2000 UPDATE, page 12 
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Project 2000 Update 

than 1,000 units simply wither on the vine over time. 
Lack of market will eventually do these dealers in. 
Edd told the story of the dealer who said on Monday 
he sold a used car, on Tuesday he sold none, on 
Wednesday, the check for the sale on Monday 
bounced ... so the dealer concluded that Tuesday was 
his best day ... got lots of laughs, but the story sug
gests that these dealers eventually will demise as 
their customers yield to the greater magnetic pull 
from larger dealers. 

Location ... location ... location: blue collar cus
tomers will go into a white collar area to buy a vehicle; 
the reverse is D.Q1 true. White collar workers will not 
go into blue collar areas to purchase vehicles. In 
considering the role of changing demographics in 
dealership location planning, GM simply looks at 
areas as being either green (good), red (bad) or 
yellow (stagnant). From that, it's simple: what are 
the areas to be in ... and what are the areas to stay 
out of, to get out of and not to invest in? Could it be 
any more blunt? 

COLD TURKEY: TELL IT THE WAY IT IS: 
Edd's advice to the CPAs in the audience was to tell 
"it" to the dealer the way "it" is. Some dealers--even 
the best of them right now-are destined to go down 
the tubes if they don't recognize and adjust to the 
changing patterns. The life cycle of many locations 
is that they simply started out as a cornfield and have 
ended up as a dump. "There just ain't no there, there'" 

Roggenkamp observed that most franchise laws 
passed in the '60s may be coming back to bite the 
very dealers they were designed to protect. Most 
automotive retailing is generic in that the buying 
process is aboutthe same, regardless of which make 
the customer is buying. Roggenkamp confirmed the 
dualling or channeling strategy, reported earlier in the 
Dealer Tax Watch(June, 1996, page 15). This focus 
on a simplified channel strategy would allow brand 
retailing and specific ways to enhance brand image. 
Roggenkamp believes that the best measurement of 
performance is return on investment or ROI. When 
asked what do they expect as a return on their 
investment, some dealers have no clue ... and this is 
where their CPA/advisors should come in. But, how 
can you fault a dealer who answers the question by 
saying ... "I never really gave much thought to it, but 
I like getting my money back in two years ..... ? 

CPAs were reminded to be aware that dealers 
now face many pressures, including civic pressure, 
personal pride and his or her own resistance to 
change and fear of risk. Dealers who say: " ... I can 
make it~ (Le., in this location) ... 1 can do it ... 1 can 
tough it out ... I'll turn things around ... " may be simply 

(Continued from page 11 ) 

deluding themselves. Query to the CPA: are these 
self-deluding dealers good long term clients/pros
pects for you to invest your limited time in? 

As to what might be adverse tax results from a 
specific Project 2000 set of incentives for a specific 
dealer, Edd said simply ''they've got to deal with it." 
For dealers who put all that money into LIFO ... "you 
knew there was going to be a day of reckoning ..... 
When asked what the formula was for compensating 
dealers under Project 2000, Roggenkamp declined 
to offer any specifics. He said "I can't remember ... 
I forgot, I wrote it down and left it in my other suit." In 
other words, it's every man for himself. 

All in all, Edd Roggenkamp's message on 
Project 2000 and "Future Trends in Franchises" 
sent a sharp winter chill through an otherwise warm 
sunny day in Phoenix. 

TAX PROBLEMS & PROJECT 2000 

As CPAs advising dealers in the new year, it may 
be best to emphasize the positive: Under Project 
2000 plans, in the long run, good dealers will ''win'' 
and be better oft and more profitable. In the trenches, 
as some dealers are negotiating or being approached, 
there are a number of "Project 2000 tax implications" 
they'll eventually have to contend with. It seems 
clear that: 

1. No two Project 2000 deals look alike ... from 
an economics or from a tax standpoint. 

2. Very few dealers take the time to think about 
the tax ramifications during the negotiations. In most 
instances, the full focus is on survival and negotiating 
the economics and the tax consequences are left to 
be sorted out later. 

Some of the major tax consequences to "sort out 
later" involve handling LIFO inventory recapture tax 
obligations and the sorry consequences of transac
tions which were loosely referred to as "mergers," or 
"spin-ofts .. or "transfers", unlikely to stand up under 
the specific Internal Revenue Code definitions for 
those terms. While it is prudent to counsel dealers to 
get rulings in advance from the IRS assuring the 
certainty of desired tax results from spin-ofts, reorga
nizations and mergers ... few dealers heed that ad
vice. And, realistically, many of them can't wait for a 
ruling and/or they find that the specifics of the trans
action are changing with every phone call ... and 
often with every new idea expressed. Consequently, 
many CPAs advising dealers who have gone through 
a "Project 2000 pinwheel" will have to determine.afuu: 
the factwhat the tax consequences are ... or are likely 
to be ... and then hope for the best. 

~ 
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Project 2000 Update 

Some of the tax implications and questions are 
likely to involve: 

1. Blue sky, goodwill, covenants not to com
pete and other intangibles that are subject to the 15-
year amortization provisions of Section 197. See 
prior coverage in the Dealer Tax Watch, especially 
March, 1996 "Covenants Not To Compete And Deal
ership Buy-Sell Agreements" at page 15. 

2. LIFO recapture where entire inventories are 
sold, transferred or merged with/to other dealers as 
franchises are shifted or "traded" around. Watch out 
especially for the emerging tax issue of separate 
trades or businesses (in the LIFO context) for the 
dealer who is hoping to fill up with inventory from 
another franchise in the same entity to replace the 
"lost" inventory layers before the end of the year. 

3. Section 357(c) triggers income where liabili
ties exceed the basis of assets ... including LIFO 
inventories ... transferred. 

4. Section 108 and basis adjustments: Watch 
for taxable income equal to the extent of solvency 
created by forgiveness of indebtedness and other 
cancellation of indebtedness ramifications. Also, 
under certain Circumstances, basis adjustments may 
be made instead of immediately recognizing income. 

5. Query: Is there such a thing as a non
shareholder contribution to capital? If so, what are 
the tax consequences? 

6. Section 1253 relates to the tax consequences 
of the transfers of franchises (and other intangibles). 
This has to do with the issues of classification of gain 
as ordinary income or capital gain when these assets 
are transferred. 

7. Constructive receipt issues where checks 
are written directly to the dealer's designee, rather 
than directly to the dealer who, in turn, would channel 
them elsewhere. 

8. Other forms of consideration given to deal
ers in Project 2000 settlements may generate future 
tax planning opportunities and/or controversies: 

• Deferred financing on facilities, image enhance
ments, relocation costs, signage, 

• Favorable terms on real estate loans, 

• Future reductions or abatements of rents, in
terest, other charges, 

• Security deposits with lease options. 

All of these, to the extent written and docu
mented, may either help ... or hurt '" the tax position 
most favorable to the dealer. Look for the IRS to try 
to set up capitalized assets whose creation gener
ates immediate tax consequences which are offset 

(Continued) 

by deductions in later years. Expect present value, 
future interest and other discounting scenarios to 
appear which create these capitalizable assets with 
taxable consequences up front. There's plenty of 
precedent for this in the Service's treatment of dealer 
warranties and the SWIM method in Rev. Proc. 92-97. 

Even harder to document and measure will be 
the more nebulous "understandings" that may arise 
in favor of dealers cooperating with Project 2000, in 
return for which they may expect better allocations or 
other considerations from the Factory in the future. 

DEALERSHIPS ON THE BRINK 

TEN DANGER SIGNS 

The Project 2000 activities of manufacturers are 
strategies, not specific conditions written into exist
ing franchise agreements. Therefore, manufactur
ers may adopt a hard line in attempting to terminate 
dealers or not renew their selling agreements when 
they come up for renewal. 

Some of the alleged reasons for trying to termi
nate a dealer's franchise are below. This checklist of 
danger signs may be a good place to start with a 
dealer who is not really focusing on the inevitable 
consequences awaiting him. You might do yourself 
and the dealer a favor by taking the initiative before 
the Factory does. 

1. Insufficient sales, as measured by planning 
potential and other Factory yardsticks, 

2. Poor CSI ... customer satisfaction, 

3. Failure to maintain adequate working capital 
and other "going concern" considerations, 

4. Insufficient capitalization: floor plan and out
of-trust problems, 

5. Dishonest reporting of transactions with the 
manufacturer ... especially involving warranty claims 
and often sales incentive programs, 

6. Inadequate or deteriorating facilities which 
the dealer has not corrected, 

7. Inadequate succession plan, especially un
expectedly raised as a result of a dealer's death, 

8. Any dealer initiated transaction that is not 
permitted in the Selling Agreement ... possibly includ
ing prior transfers of stock under previous undis
closed estate-gift planning activities, 

9. Conviction of dealer for criminal activity, 

10. Other adverse publicity on the dealership 
brought about by dealer or other employee behavior. 
Recently, allegations regarding racial slurs were 
sufficient to prompt the manufacturer to seek to 
terminate the dealer's franchise. * 
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DEALER'S REPAYMENT ON FLOOR PLAN GUARANTEE 
GETS LIMITED TAX BENEFITS 

In the recent Tax Court Memo Decision (1996-
487), Lee D. Froehlich was held to have a non
business bad debt-rather than a business bad 
debt-on a $400,000 guarantee repayment. As a 
result, he received only short-term capital loss treat
ment, rather than dollar-for-dollar reduction of ordi
nary income, for that payment. 

Tax Court Memo decisions reflect the application 
of well known principles of law to specific fact pat
terns and, usually, provide limited information as to 
the interpretation of the law. However, where the 
specific fact pattern involves an auto dealer and his 
dealership, there are often useful insights to dealer 
tax advisors that may be more valuable than the 
application of the law to the fact pattern. 

The Tax Court's opinion in Froehlich tells us how 
to determine the dominant motivation which, in turn, 
sets up the legal framework for the holding and which 
factors the Tax Court will be weighing in this regard. 

Overall, when a guarantor of a corporate debt is 
a shareholder and also an employee of that corporate 
business, mixed motives for a guarantee may be 
present. In that case, the critical issue becomes-in 
an objective sense-which motive is dominant. If 
the motive is to protect one's investment, then non
business bad debt and short-term capital loss treat
ment is the result. On the other hand, if the dominant 
motive is to protect one's trade or business of being 
an employee (in other words, to protect one's job), 
then business bad debt and ordinary deduction treat
ment is available. Accordingly, the controversy 
involving this former Acura dealer waS whether his 
dominant motivation in guaranteeing the floor plan 
line of credit with Sanwa Bank was to secure or 
protect his trade or business of being an employee, 
... or whether it was to protect his overall investment 
in the dealership. 

FACTS 

The taxpayer, Lee D. Froehlich, had extensive 
experience and skills in selling automobiles and 
became associated with Mr. Jack Robertson, who 
ultimately offered him a job selling Hondas. During 
the seven or eight years prior to being set up in his 
own dealership, Mr. Froehlich earned significant 
annual compensation as general manager and in the 
years immediately before setting up his own dealer
ship, had earned $318,000 and $202,000, respec
tively. Because he was earning such large amounts 
of compensation, he believed there was not much 

room for further advancement with Robertson Honda 
and he believed that if he could own his own auto 
dealership, he could annually earn even more. 

The findings of fact include the taxpayer's state
ment that he believed that as the owner of his own 
dealership, he could earn $750,000 annually and that 
he had been informed-or understood-that his 
mentor, Mr. Robertson, initially earned $500,000 per 
year, but ultimately increased his salary to as much 
as $3,000,000. These compensation levels, obvi
ously, were very attractive and significant in Mr. 
Froehlich's desire to obtain his own dealership. 

Mr. Robertson assisted Mr. Froehlich in attempt
ing to obtain a dealership from American Honda, but 
in the late '80's, these were not readily available and, 
instead, an Acura dealership ultimately was offered 
to Mr. Robertson who, in turn, sold Mr. Froehlich the 
rights to the Acura dealership for the nominal sum of 
$1. The dealership was ultimately located in 
Calabasas, California. 

INITIAL INVESTMENT IN DEALERSHIP 

In order to obtain the Acura dealerShip, Honda 
required Mr. Froehlich to invest $806,000. This 
amount was invested in the following form: 

Cash $ 209,000 

Used Vehicles 47,000 

Initial Note Given by Froehlich 

Balance Provided by Froehlich 
from Proceeds of Bank Loan 

150,000 

400,000 

Total Initial Capitalization I 806,000 

The $400,000 needed to meet the $806,000 
capital requirement was borrowed from Golden State 
Sanwa Bank in July of 1986. The letter setting forth 
the bank's terms and conditions for the capitalization 
loan indicated that Mr. Froehlich was the borrower 
and his automobile dealership was the guarantor, 
with the stated purpose of the loan being for "Perma
nent Working Capital to assist with investment in auto 
dealership to meet permanent working capital needs 
of the enterprise." The actual loan agreement was 
entered into on March 2, 1987 and involved two 
documents, which were somewhat "mixed up" in 
referring to which party was the guarantor and which 
party was the borrower, but in due time, this was 
corrected. (Note: It is important to be sure that all 
initial paperwork is documented properly and care
fully as, in a case like this, these factors are critical.) 

---7 
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Dealer's Repayment on Floor Plan Guarantee Gets Limited Tax Benefits (Continued) 

This initial $400,000 capital loan amount was In October of 1989, the dealership entered into 
paid to Mr. Froehlich who deposited this amount in an agreement to extend and modify the floor plan 
his personal account ... thus exercising dominion and note, with the extended maturity date being Decem-
control over the funds ... and he then transferred the ber 1, 1989. In March of 1990, Mr. Froehlich's home 
funds to his auto dealership. The March, 1987dealer sold for $1,225,000 and Sanwa Bank received 
financial statement reflected his initial capital contri- $400,000 from the sales proceeds which it applied 
bution consisting of the $400,000 capital loan and his against the floor plan loan. Ultimately, on April 30, 
other contributions of approximately $406,000 (thus 1990, the Bank did not renew the floor plan loan and 
totaling the $806,000 initially required). instead, foreclosed on the Acura dealership and 

Floor Plan Matters: In July of 1986 the dealer
ship needed a $2,500,000 floor plan line of credit on 
which the Acura dealership was listed as the bor
rower. This floor plan loan was intended to finance 
the purchase of new vehicles through the time they 
were sold, as is customary in the industry, with the 
dealership required to payoff the lender every time a 
vehicle subject to the floor plan loan was sold. This 
loan was required to be renewed annually. In August 
of 1987, Sanwa Bank increased the floor plan line of 
credit to $3,500,000 and approximately one year 
later, the floor plan loan was increased to $5,000,000. 
Mr. Froehlich's name was shown on promissory 
notes entitled "Commercial Optional Advance Prom
issory Note" as President of the dealership and, in a 
related document entitled "Continuing Guarantee," 
Mr. Froehlich was listed as "Guarantor." 

During its first two years, the Acura dealership 
which had opened in March of 1987 did extremely 
well, becoming the number one Acura dealership in 
the United States. Gross receipts in 1 987 were 
$27,000,000 (reflecting less than a full year's opera
tions) and in 1988 gross receipts were $35,000,000. 
In mid-1989, the dealership began experiencing sig
nificant financial reverses because of the general 
economic downturn in the State of California, which 
was even more severe in Southern California, and 
because of the introduction of Lexus, a competing 
brand, in the luxury automobile category. Further
more, two other Acura dealers opened in the Thou
sand Oaks and Van Nuys, California area in 1989, 
thus eating into what had previously been Mr. 
Froehlich's unshared market for Acura customers. 

One of the consequences was that the d.ealer
ship became "out of trust" on its floor plan, meaning 
that the liability to the Bank was greater than the cost 
of the specific vehicles that the liability was suppos
edly securing. Consequently, as Sanwa Bank be
came more concerned, it ultimately required Mr. 
Froehlich to reduce the amount outstanding on the 
floor plan. In order to do this, he decided to sell his 
home and use $400,000 of the proceeds to pay down 
the floor plan, since he had personally guaranteed the 
entire amount and, if the Bank chose not to renew the 
loan, the entire auto dealership might be liquidated. 

liquidated and sold the assets. After the sale, Sanwa 
Bank sought payment for approximately $1,100,000 
as the balance due on the floor plan loan, but Mr. 
Froehlich apparently did not pay any of that amount. 

The facts indicate that Mr. Froehlich, as dealer 
owner, had received a total of $893,833 of compen
sation for the years 1987 through the early part of 
1990 as compensation from the Acura dealership 
while it was in business. In his 1990 income tax 
return, Mr. Froehlich in Schedule D claimed a deduc
tion of $350,000 as a Section 1244 stock loss, and an 
additional unspecified $50,000 in Schedule D. In 
addition, the $400,000 paid to the Sanwa Bank from 
the foreclosure proceeds was claimed as a loss in 
Schedule C as a personal guarantee payment. 

One of the side issues in this Tax Court Memo 
Decision points out the inadvisability of becoming 
involved without competent representation with IRS 
attorneys and so-called "settlement negotiations" 
and "pre-trial procedures." The taxpayer and his 
accountant "who were not familiar with pre-trial pro
cedures of this Court" believed that a number of 
statements made in preliminary discussions were 
protected under the rules that require the exclusion of 
evidence made during settlement negotiations. As to 
this issue, the Tax Court concluded that certain 
statements made should be excluded because of the 
overall conduct of the meetings and the course of 
subsequent telephone conversations. 

CAPITAL LOSS VS. ORDINARY LOSS 
Section 166 and Regulation Section 1 .166-9 

relate to the $400,000 amount paid in connection with 
Froehlich's guarantee to Sanwa Bank. Since Froehlich 
had deducted this payment as a business bad debt, 
he attempted to offset it, dollar-for-dollar, against 
ordinary income by flowing it through as a deduction 
in Schedule C. The IRS, on the other hand, con
tended that that payment was a non-business bad 
debt wh ich had to be deducted as a short -term capital 
loss. As such, it could only be used to offset capital 
gains in Schedule D and, then, it is further limited to 
the extent of being able to offset only $3,000 of 
ordinary income per year until fully absorbed. There
fore, without significant capital gains to offset, the 
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Dealer's Repayment on Floor Plan Guarantee Gets Limited Tax Benefits (Continued from page 15) 

$400,000 non-business bad debt would not produce 4. How the taxpayer would have benefited from 
any significant tax benefit under the circumstances. the loan or guarantee had the loan not gone sour. 

Generally, Section 166(a) provides that a tax- 5. The placement of greater weight on objec-
payer may deduct a bad debt in full in the year it tive factors than on unsupported statements of sub-
becomes worthless ... and such amount is fully jective intent. 
deductible from ordinary income. On the other hand, A case cited in a footnote in the opinion states 
a worthless non-business bad debt is treated as a that the investigation centers around three factors: 
short-term capital loss and is defined as a debt other "The size of the taxpayer's investment, the size of his 
than a debt created in connection with a trade or after-tax salary and the other sources of gross in-
business of the taxpayer or a debt, the loss from the come available to the taxpayer at the time of the 
worthlessness of which is incurred in the taxpayer's guarantees (Garnerv. Commissioner987 F.2d 267). 
trade or business. 

When a taxpayer guarantees a debt in the course 
of his trade or business, payment of part or all of that 
obligation as guarantor is treated as a business bad 
debt in the year in which payment is made. If the 
guarantee was made in the course of the taxpayer's 
trade or business, the loss payment made on the 
guarantee can be used to reduce ordinary income in 
the year of payment (Reg. Sec. 1.66-9(a)). However, 
if the agreement guaranteeing the debt was entered 
into for profit, but not in the course of the taxpayer's 
trade or business, the loss is a short-term capital loss 
in the year the guarantor makes the payment. See 
Weber v. Commission, Tax Court Memo 1994-341, 
Smartt v. Commissioner, Tax Court Memo 1993-65 
an d Brooks v. Commissioner, Tax Court Memo 1990-
259 and Regulation Section 1 .166-9(b). 

Whether a taxpayer is engaged in a trade or 
business is a question of fact and this issue has been 
decided by the Supreme Court in United States v. 
Generes. Whether a particular guarantee is 
proximately related to the taxpayer's trade or busi
ness depends on the taxpayer'sdominant motivation 
for becoming a guarantor. In addition to Generes, 
see Harsha v. U.S., French v. U.S., Stoody v. Com
missioner, 66 Tax Court 710 (1976) and Weber v. 
Commissioner and Smartt v. Commissioner. 

FACTORS CONSIDERED IN DETERMINING 
TAXPAYER'S DOMINANT MOTIVATION IN 
MAKING GUARANTEE 

The Tax Cou rt cited five factors wh ich the Courts 
analyze in determining whether a taxpayer's domi
nant motivation was to protect his salary (thus gen
erating a business bad debt, ordinary deduction) or to 
protect his investment (thus generating a non-busi
ness bad debt, short-term capital loss). These 
factors are: 

1. The taxpayer's salary. 

2. The value of the investment in the business. 

3. Other motivating factors at the time the loan 
was guaranteed. 

When a guarantor of a corporate debt is a 
shareholder and also an employee, mixed motives 
for the guarantee are often present and the critical 
issue becomes which motive is dominant. Investing 
is not a trade or business (Whipple v. Commis
sioner). An employee's motive for guaranteeing a 
loan may be to protect one's employment or salary 
(Weber v. Commissioner, Tax Court Memo 1994-
341). But "it must be clear from the record that the 
primary reason for making the advances which gave 
rise to the debts was business related rather than 
investment related" (Smith v. Commissioner 60 TC 
316 (1973)). 

THE TAX COURT'S RATIONALE 

Generally, returns from investing result from 
appreciation and earnings on the investment, rather 
than from the personal effort or labor expended in 
return for the payment of salary/wages/compensa
tion. Conversely, one's role or status as an employee 
is a business interest. It typically involves the exer
tion of effort and labor in exchange for a salary. 

If Mr. Froehlich's dominant motive was to in
crease the value of his stock in his Acura dealership, 
then the loan was a non-business investment. On the 
other hand, if his dominant motive was to increase or 
protect his salary, then the loan was a business debt. 
If both outcomes occurred, then a consideration of all 
the relevant facts, emphasizing the objective factors 
and giving controlling weight to no one single factor, 
should be utilized (Generes, Litwin). 

The IRS conceded that the $400,000 deduction 
claimed in Mr. Froehlich's 1989 income tax return 
arose from the $400,000 payment on the floor plan 
loan, which was separate and distinct from any other 
amounts (Le., the cap loan and the contributions of 
cash and used vehicles). The SeNice also conceded 
that Mr. Froehlich was in the business of being an 
employee of the automobile dealership. However, 
the IRS did not agree that Mr. Froehlich's dominant 
motiveat the time of the guarantee was related to any 
trade or business. The SeNice took the position that 

-4 
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Dealer's Repaymem on Floor Plan Guarantee Gets Limited Tax Benefits (Continued) 

the guarantee was made to protect Mr. Froehlich's Mr. Froehlich attempted to minimize the relative 
investment in his dealership. size of his investment in the dealership by claiming 
APPROPRIATE TIMEFRAME FOR that "it would not have been reasonable for him to 

DETERMINING DOMINANT MOTIVE make multi-million dollar guarantees to protect a 

In this case, there are at least fou r different points 
in time atwhich Mr. Froehlich's motivation in guaran
teeing the floor plan loan could be considered: 

1. In 1987, when the dealership opened. 

2. At the end of July. 1988, when Mr. Froehlich 
first personally guaranteed the floor plan loan. 

3. In 1989, when Mr. Froehlich guaranteed the 
last extension of credit. 

4. In 1990, when Mr. Froehlich actually paid 
$400,000 as a guarantor. 

The IRS took the position that Mr. Froehlich's 
motive should be measured at the time when he last 
negotiated for an extension and personally guaran
teed an extension ofthefloorplan in 1989 (#3 above). 
Mr. Froehlich took the position that the correct time 
for determining his motivation was in March of 1987 
when the business opened (#1 above). The Tax 
Court said ... neither was right; instead. the motiva
tion should be determined as of the date on which the 
taxpayer made the guarantee, rather than the date 
upon which the payment in discharge of liability as 
guarantor was made (#2 above). 

The Tax Court observed that Mr. Froehlich per
sonally guaranteed payment on the entire floor plan 
loan as early as July, 1988. Although the last record 
of an extension of the guarantee in October of 1989 
reflects the fact that Mr. Froehlich signed a promis
sory note to extend the floor plan loan to December 
of that year, the Court was unable to view the 
extension of the guarantee as a new commitment. 
Accordingly, the Tax Court held thatMr. Froehlich's 
motivation with respect to the floor plan arrangement 
should be measured as of July 31 , 1988 ... the time 
at which he first personally guaranteed the loans. 

In evaluating that motivation, the Court specifi
cally considered Mr. Froehlich's investment in the 
dealership, his salary (compensation) earned from 
the dealership and "other factors." 

INVESTMENT IN DEALERSHIP 
Mr. Froehlich owned all the outstanding stock in 

the Acura dealership and his total contribution to its 
capital was approximately $806,000. The original 
$150,000 note had been repaid out of a bonus earned 
and received in 1987. 

$250.000 cash investment." He argued that his 
salary from the dealership matched his out-of-pocket 
contributions. The Tax Court indicated that his 
contention misconstrued his real stake or investment 
in the dealership. Although Mr. Froehlich contended 
that he did not individually borrow $400.000 from 
Sanwa Bank. the Court reminded him that the two 
guarantee extension documents reflected the Sanwa 
Bank's intention to hold him personally liable on the 
cap loan. that they had documentation reflecting Mr. 
Froehlich as the borrower and that he had deposited 
the proceeds of that loan in his personal bank ac
count and then disbursed from that account the 
monies to the dealership. thereby exercising domin
ion and control over the loan proceeds. Accordingly. 
the Tax Court concluded that Mr. Froehlich had 
personally contributed approximately $806.000 to 
the automobile dealership and that "this investment 
was substantial in nature." 

The Court observed that at the inception or start 
of the Acura dealership, Mr. Froehlich had secured a 
$2.500,000 floor plan arrangement to acquire inven
tory and that initially hewas not required to personally 
guarantee the floor plan arrangement. It was not unti I 
later, in 1988. that he personally guaranteed the floor 
plan loan which. by that time. had increased signifi
cantly. "The record, generally. reflects that petitioner's 
(i.e .. Mr. Froehlich's) dominant motivation was as an 
investor. His motivation in guaranteeing the floor 
plan loan was to protect his investment in the busi
ness of the auto dealership. as opposed to protecting 
his trade or business as an employee." 

In 1989. when the Bank became concerned that 
the floor plan loan was "out of trust," and requested 
Mr. Froehlich to decrease the outstanding loan. his 
dominant motivation at that time ''was to protect his 
equity investment in the auto dealership" since. with
out the floor plan loan, the auto dealership would 
have been critically impaired. 

The Court observed that overall. Mr. Froehlich 
invested and assumed liabilities of almost $700.000 
and guaranteed several million dollars worth of in
ventory, against which his total salary over the same 
4-year period was only $893.833. In addition. he 
remai ned liable for the $1 .1 00.000 debt d ue to Sanwa 
Bank after the foreclosure. All of this contradicted his 
argument that his total salary comported with his 
exposure to liabilities. 

see DEALER'S REPAYMENT ON FLOOR PLAN GUARANTEE .... page 18 
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Dealer's RepIYrnem on Floor Plan Guarantee Gets Limited Tax Benefits (Continyedfrompage17) 

SALARY-COMPENSATION ... FROM DEALERSHIP San Fernando Valley) for the first two years. And, in 
During the approximately four years in question, that regard, his dealership had been the number one 

the total compensation Mr. Froehlich received from Acura dealership in the nation for its first two years. 
the dealership was $893,833. However, in evaluat- The Court observed that subsequent to the fore-
ing "salary considerations," the Tax Court looked at closure, Mr. Froehlich's salary level working for other 
a significantly longer period of time, using 1 0 years as dealers was comparable to his earnings when he 
its frame of reference. The particulars of Mr. worked for his own dealership. Accordingly, he 
Froehlich's compensation, as set forth in the record, knew-or should have known-that with his experi-
are as follows: ence and background in the automobile sales field, 

From From Other he would be able to obtain employment and com men-
Years Salary Dealership Dealerships surate levels of compensation elsewhere. 

1985 $ 318,172 $ $ 318,172 OTHER FACTORS 

202,612 

516,233 516,233 

180,000 180,000 

152,400 152,400 

127,700 45,200 

127,000 

104,000 

104,000 

156,000 

202,612 The Tax Court's discussion of "other factors" is 
not lengthy. It does point out that the Acura dealer
ship was the number one Acura dealership in the 
country. After citing certain financial information, the 
Court concluded that despite these increases, Mr. 
Froehlich received a salary of $180,000 in 1988 
compared with more than $516,000 in 1987. "In spite 
of increased gross profits for 1988 and 1989, 
petitioner's salary declined from $180,000 in 1988 to 
$152,400 in 1989. There is no indication that there 
was any limitation on (Mr. Froehlich's) ability to pay 
himself a salary. He was the sole owner and submit
ted a business plan to American Honda. 

"This salary pattern suggests that (Mr. Froehlich) 
wanted to protect his equity interest...(and the Tax 
Court held that he) expected returns primarily from 
appreciation and earnings on his investment, rather 
than in the form of salary from personal effort or labor 
on his part ... Accordingly, if (his Acura) dealership 
were successful, (his) reward would be realized 
primarily through sale or other disposition of his stock 
interest, rather than (through) his salary (Putoma 
Corp. v. Commissioner, 66 TC 674)." 

Accordingly, the Tax Court held that Mr. 
Froehlich's dominant motive in paying amounts pur
suant to his guarantee of the floor plan loan was to 
protect his investment in the dealership. Accord
ingly, the resulting loss was capital in nature ... 
deductible only as a non-business bad debt. 

ACCURACY-RELATED PENALTIES 
WERE NOT APPLIED 
The Tax Court declined to impose any accuracy

related penalties under Section 6662(a). The Court 
said that whether Mr. Froehlich had properly de
ducted the $400,000 amount involved a complex 
factual inquiry. It also cited the mixed motives for a 
guarantee that may be present when the guarantor of 
the corporate debt is both a shareholder and an 
employee, in which case the dominant motive must 
be given weight. 

----+ 
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Dealer's Repayment on Floor Plan Guarantee Gets Limited Tax Benefits (Continued) 

In addition, Mr. Froehlich's accountant had agreed 
with his treatment of the losses and his disclosure in 
Schedule C ... referencing the deduction as a loss 
pursuant to a personal guarantee of a loan paid for 
the corporation ... was adequate. Accordingly, Mr. 
Froehlich was reasonable on his reliance on his 
advisors and in his reporting position and thus, was 
not liable for accuracy-related penalties. 

LESSONS AND OBSERVATIONS 
Dealer advisors whose clients are experiencing 

"rough times," out-of-trust positions and other busi
ness continuation concerns may want to pay careful 
attention to the Tax Court's analysis of the appropri
ate timeframe for focusing on determining when the 
dominant motive for making the guarantee occurred. 
As discussed above, there were four different points 
in time that were possible and the Tax Court chose 
neither the taxpayer's position nor the IRS' position 
on that matter. 

Furthermore, in reviewing paperwork relating to 
loans, guarantees, extensions of guarantees, etc., 
the paperwork should be consistent ... , which it was 
not in the Froehlich case. 

Another factor that might distinguish - or help 
CPAs build a stronger case for their own dealer 
clients - might arise from the fact that Mr. Froehlich 
was a Honda general manager and ultimately an 
Acura dealer in the specific part of the country where 
sales were very strong initially. Although those 
favorable circumstances were not sustained, they 
may not be present or they may be present to a lesser 
degree in some situations, thus making more tenu
ous the relationship between the dealer's investment 
in h is dealership and his dependence upon that entity 
for continuing compensation. 

In connection with considering compensation 
and reasonable compensation, in particular,Froehlich 
establishes a good example of why it might be 
appropriate (for C corporations, at least) to increase 
the compensation of a dealer for the risk he assumes 
as a guarantor of corporate liabilities. 

Selected reference articles on business bad debt! 
non-business deductions from which these sugges
tions are taken include "Motive is the Key to Business 
Bad Debt Deductions" by Morton Zachter (Taxation 
for Accountants, July, 1994). "Arguing the Case for a 
Business Bad Debt Deduction" by Zinneman, Johnson 

& Webster (The Tax Advisor, August, 1994) and 
"Bad Debt Deductions" by Gary L. Maydew (The CPA 
Journal, April, 1993). 

Moving to more general circumstances where a 
dealer may be involved with guarantees other than
or in addition to-floor plan guarantees, the following 
suggestions appear from the above articles on busi
ness bad debt deductions. 

1. A written agreement should be executed, 
stating the terms of the loan. 

2. The loan should be interest bearing, made to 
the corporation and not specifically subordinated to 
the corporation's general creditors. 

3. When guaranteeing a loan on behalf of the 
corporation, the employee-shareholder should docu
ment on the bank note itself the purpose of the 
guarantee. 

4. In the case of a shareholder-employee who 
is required to make loans to the corporation, the 
employment agreement should be clarified to reflect 
that the employee is required to loan money to, or 
guarantee the debts of, the corporation in his capac
ity as an employee of the company. 

5. Be sure all accounting entries on the books 
contain explicit and accurate explanations reflecting 
the substance of the transactions. 

6. Minutes of a meeting of the Board of Direc
tors should record the officers' approval of the debt 
and acknowledge its addition to the capital structure 
of the corporation. 

7. Pay the employee-shareholder as high a 
salary as is reasonable in the year in which the loan 
or guarantee is made. One commentator (Morton 
Zachter) suggests that a two-to-one ratio of invest
ment to net salary should be sufficient. 

8. In the years after the loan or guarantee, 
attemptto minimize the net income of the corporation 
by paying the shareholder-employee who made the 
loan or guarantee as much reasonable compensa
tion as possible. This may help refute any IRS 
argument that the shareholder-employee was seek
ing an investment-type return on the loan or guaran
tee by maximizing the corporation's net income by 
not drawing a salary and thereby increasing the 
company's potential value should it be sold. * 
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C, S, LLP OR LLC ... 
WHICH SHOULD YOUR DEALERSHIP BE? 

Over the past four or five years, many articles have appeared in the literature discussing the advantages, 
disadvantages, benefits and pitfalls resulting from the right ... or the wrong ... choice of tax entity for businesses. 
In the more industry-specific periodicals, such asAutomotive News, Dealer Business and Automotive Executive, 
little has been written specifically about LLC advantages and considerations for automobile dealerships, other 
than a brief article that appeared in the Automotive Executive in August, 1995. 

If you are asked by a dealer, ... "Should my dealership be a C, S, LLP or LLC?" your answer, of course, would 
be ... "That depends!" If the dealer narrowed his question a little bit more to ... "Should my existing dealership 
be an LLC?" ... your answer, according to most sources, would be ... "Probably not." On the other hand, if the 
dealer were to ask ... "Should my new dealership (meaning the one he is contemplating setting up) be an LLC?" 
... your answer, according to most sources, would be ... "Probably." 

If you are not certain of the answer, or possibly confused, you may have plenty of company. The choice is 
not obvious ... and the answer may vary from state to state, as well as depending on whether the dealership is 
relatively new or has been in operation for many years. But, even if it has been in operation for many years, 
depending on whether its operations have been profitable or not, what tax attributes it may enjoy and the extent 
of its shareholders' basis in their stock, there may be situations where it may be possible to overcome ... or at 
least live with ... what is sometimes generalized as the "prohibitive tax cost" of converting an existing dealership 
to LLC status. 

The conclusions from a variety of articles recently published would allow one to support almost any point of 
view. To do a thorough job in considering the alternatives and answers for your dealer client, be sure to consider 
the following: 

1. Many articles written on this subject were written before the recent enactment of the Small Business Job 
Protection Act of 1996, Subtitle C of which included provisions relating to-and revisin~ corporation rules. 
Many of these changes were intended to make S corporations more attractive relative to LLCs. Therefore, 
articles written before the passage of this legislation should be taken with a grain of salt when comparing S 
corporation disadvantages relative to LLCs. (See page 29 for S corporation rule changes of special interest to 
dealer advisors made by 1996 legislation which, in general, become effective in 1997.) 

2. Don't confuse generalizations from articles discussing the advantages of LLCs vs. C corps and S corps 
in the context of professional practices and possible professional corporation changes. 

3. Study your own state law's Limited Liability Company Act ... or its counterpart ... because there is no 
uniform LLC Act and each state has its own rules on this subject. Some states are "bullet proof," meaning they 
are very rigid in what they allow ... and other states are more flexible in their provisions. 

4. Be sure the dealer has a good attorney advising him on all aspects of the legal matters involved. 

5. The general consensus seems to be that for on-going businesses already mainstream, switching over 
to LLC status may not be advisable ... whereas for new or start-up businesses, LLC status may be advisable. 
In this regard, there is at least one recent IRS Letter Ruling addressing an automobile dealer who transferred 
dealership assets including LIFO inventories to LLCs and avoided immediate taxation in the process. 

6. For many real estate holding entities, LLCs ... or even LLPs ... may be the ·'vehicleofchoice." Therefore, 
don't necessarily lump all possible activities into the same generalized conclusions. 

7. Remember, there are significant estate planning ramifications that also flow from the choice of entity. 
8. You may have to brush up on Subchapter K, partnership taxation, including what may previously have 

been unnoticed provisions such as Sections 704, 743, 751, 754 and some other equally difficult to fathom 
"deemed" or "constructive" transaction concepts. 

9. If you are a relatively small practitioner, be sure to consider the advisability of consulting with a more 
experienced practitioner or auto dealer CPA resource group for counsel and advice. 

~ 
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C, 5, LLP or LLC ... Which Should Your Dealership Be? (Continyed) 

CONTENTS 

1. Advantages of operating as an LLC. 

2. Negative aspects of using LLCs for operating companies. 

3. S corp rule changes in 1997 of special interest to dealer advisors ... See page 29. 

4. Comparison of LLCs with other entities ... See page 30. 

5. Entity classification issues ... or achieving the desired partnership-LLC status. 

6. Converting an existing corporation to LLC status. 

7. Selected recent IRS letter rulings involving conversion to LLC status. 

• S Corp to LLC having corporate characteristics retains its Selection. 

• S Corp to LLC having partnership characteristics avoids LIFO recapture. 

8. Selected bibliography ... See page 31. 

ADVANTAGES OF OPERATING AS AN LLC 

Although both S corporations and partnerships are "pass-through" or conduit entities, they are significantly 
different from each other in many respects. Partnerships are taxed under the provisions of Subchapter K of the 
Internal Revenue Code; S corporations are taxed under the provisions of Subchapter S and, in general, the 
partnership provisions typically provide more flexibility than do the S corporation provisions. 

Advantages offered for the LLC form include: 

1. Flexibility afforded in capitalizing operations including both the number and type of potential financiers 
and the nature of the capital invested. LLCs do have the drawback of not allowing single owners. 

2. Creative debt financing is available to LLCs because they are not subject to the "single class of stock" 
limitation that applies to S corporations. 

3. Members of debt-financed LLCs are able to obtain additional basis for their share of entity-level debt. 
For a business that involves a lot of debt, the ability to absorb both losses and tax-free distributions becomes 
important since the members' basis provides the limitation amount. Many ofthe practical difficulties encountered 
where S corporation shareholders provide the financing and are always running short of cash are mitigated 
through set-up as an LLC. 

4. LLCs provide greater latitude with respect to the type of assets that owners may contribute. 

5. LLCs may take assets subject to debt, or assume debt on an asset contribution without triggering income 
recognition to the contributing owner, to a greater extent than S corporations. 

6. LLCs serve to a greater extent than S corporations, to enhance the marketability of equity investments 
because of the broad latitude that the partnership provisions allow in allocating income and loss among partners 
gnQ in the ability that the partnership provisions give to purchasing members to obtain the benefit of a step-up 
in the basis of assets. In particular, the provisions of Section 704 are very helpful concerning allocation, as are 
the provisions of Section 743 in providing a step-up in basis. 

7. LLCs are more favorable than S corporations when a member holding a minority interest seeks to 
terminate his or her involvement with the business. In these circumstances, the LLC, as a partnership, may make 
an election under Section 734. 

8. An LLC has the ability to liquidate a member with property distributions without negative tax conse
quences. Section 736 also allows the parties to structure a portion of the payments as either distributive shares 
of LLC income or guaranteed payments, rather than payments for property ... which an S corporation cannot as 
readily accomplish. Note that where an entire business is to be disposed of by an asset sale, LLCs and S 
corporations have essentially the same overall results, with gain on the disposition of the assets flowing through 
to the owners and the corresponding increase in the respective bases resulting in the avoidance of a double tax 
... other than where a "built-in gains tax" is involved. S corporations may actually be preferable, however, where 
the disposition of the entire business is to be accomplished as a sale of the respective equity interests. 

9. LLCs are able to more specifically tailor compensation arrangements for key employees than are S 
corporations. In addition, LLCs may set up a capital interest to achieve its operational objectives. 

see c, S, LLP OR LLC ... WHICH SHOULD YOUR DEALERSHIP BE?, page 22 

De Filipps' DEALER TAX WATCH * Vol. 3. NO.3 
~~~~~~~~~~~~~~~~~~ ~~~~~~~~~~~~D~e~c~em~b~e~r~1~99~6~2~1 
A Quarterly Update of Essential Tax Information for Dealers and Their CPAs 
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10. LLCs afford greater flexibility in estate planning than do S corporations. Where estate planning 
advantages are especially sought after, be sure to consult "Ten Estate Planning Advantages of Limited Liability 
Companies" by Paul L. Caron, Tax Notes, February 19, 1996 at page 998. 

LIFO Recapture: It should be noted that Section 751 of the Internal Revenue Code contains the equivalent 
of the "collapsible partnership rules" which may readily convert the gain on the sale of a membership interest (Le., 
the ownership interest) from capital gain to ordinary income where LIFO inventories are involved. 

One of the most comprehensive and up-to-date articles on the relative merits of LLCs and S corporations 
is Mr. Matthew Melone's in the November, 1996 Taxation for Accountants and from which a portion of the above 
has been summarized. 

NEGATIVE ASPECTS OF USING LLCs FOR OPERATING COMPANIES 
There are certain negatives arising where LLCs are used in connection with operating companies. 

First of all, it would appear that where a corporation (including an automobile dealership) is going to convert 
to a general partnership or LLC status, with the corporation terminating its existence, the liquidation of the 
transferor corporation for tax purposes will trigger the recognition of gain and substantial income tax liabilities. 
For a regular C corp, this will often result in double taxation. (However, note the discussion of Letter Ruling 
9644027 below, in which case the transferor S corporation agreed to stay in existence and maintain a majority 
ownership interest in the profits and capital of the LLC(s).) 

It would appear that where the ongoing business was transferred to an LLC, there would be significant 
immediate tax liabilities and this would be enough to prevent further consideration. However, this must be 
carefully evaluated in each situation, along with considering the possibility of requesting a ruling from the Internal 
Revenue Service to see if it is possible to structure the transactions in such a way as to overcome this 
disadvantage. 

One article in the California Showroom Magazine, Spring, 1996 issue concluded that ''with regard to existing 
Sand C corporations there may be disadvantageous tax results if these entities are converted to an LLC." This 
was essentially the same conclusion in the Automotive Executive, August, 1995 article in which there appeared 
the following ... "switching from a dealership corporation to an LLC could cause you to liquidate the corporation, 
'which could trigger gains (profits)' which are taxable." 

Other disadvantages include Section 401 (k) plans of partnerships or LLCs are treated differently-and less 
favorably-than Section 401 (k) plans for S corporation employee-owners. 

One particular drawback of the LLC form relates to the self-employment tax on the distributions from the 
partnership trade or business. In general, if an LLC member is not a manager of that business, he will be treated 
as a limited partner for self-employment tax purposes and only the managing owners will be subject to self
employment tax. S corporation shareholders are not subject to self-employment tax and, thus, are more 
favorably taxed in that respect than are general partners. 

Therefore, any LLC member who is active in the management of the business will be subject to self
employment tax on the full amount of income allocated to that member. Thus, at least the 2.9% Medicare tax 
will apply on all income paid out to any LLC member active in management of the business. 

Another disadvantage of LLCs is that they may be more complex to form than S corporations, especially 
where the flexibility they may afford is sought and results in complicated legal documents. In addition, many 
authors have suggested that practitioners are less familiar with the partnership/Subchapter K provisions and 
therefore, may prefer the more familiar, and comparatively simpler, S corporation rules and returns. 

As one astute observer noted, "one of the appealing attributes of an LLC is that it has many of the favorable 
tax attributes of a partnership, including a member's ability to take tax losses generated by borrowings made by 
the entity. However, because of the limited liability aspects ofthe LLCs, members are treated like limited partners 
with respect to the allocation of debt to create basis. As such, members may have to make up shortfalls in their 
capital accounts (deficit restoration provisions) in orderto take advantage of these losses and, thus, give up some 
of their shelter from limited liability. This is an often overlooked aspect of the LLCs." 

In addition to this and other observations, an article in the Tax Advisor, August, 1996 concluded " ... while LLCs 
are sure to continue to explode on the scene, after practitioners have had several years under their belts, they 
may not find them as appealing as they once were thought to be." 
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Finally, there may be several non-tax legal issues which may be resolved unexpectedly. Some parties may 
be reluctant to deal with LLCs, simply because they are unfamiliar with them. Other non-tax issues include how 
different states will resolve conflict of laws and whether the Courts will allow the limited liability shield to be 
pierced. One cannot be sure to what extent existing corporate law precedent will be applied in the area of LLCs. 

ENTITY CLASSIFICATION ISSUES ... OR ACHIEVING THE DESIRED FLOW THROUGH BENEFITS OF A 
PARTNERSHIP BY HAVING THE RIGHT LLC CHARACTERISTICS 

For the business being newly formed---<>r an existing business which has a way to convert to LLC status 
without triggering the generally-expected adverse double taxation consequences, it is important to be sure that 
the sought after partnership status is achieved within the LLC legal structure. 

In general, there are six major characteristics ordinarily found in a pure corporation which distinguish it from 
other organizations. These characteristics are: 

1. Associates, 
2. An objective to carryon business and divide the gains, 
3. Liability for corporate debts limited to corporate property, 
4. Continuity of life, 
5. Centralization of management, and 
6. Free transferability of interests. 

The classification of an organization as a corporation is determined by taking into account the presence or 
absence of each of these corporate characteristics. The regulations (Section 301.7701-2) provide that 
characteristics common to partnerships and corporations are not material in attempting to distinguish between 
an association and a corporation. These characteristics are (1) associates and (2) an objective to carryon 
business and divide the gains therefrom. Because by their very nature, LLCs are found to have the characteristic 
of limited liability, the analysis for determining partnership vs. corporate characteristics usually comes down to 
the final three, which are: 

1. Continuity of life, 
2. Centralized management, and 
3. Free transferability of interests. 

To qualify for pass-through treatment, an LLC must lack two of these remaining three characteristics. Each 
state has its own LLC statutes and these may generally be described as either "bullet proof" or "flexible." 

States which have so-called "bullet proof' statutes contain mandatory provisions concerning limited liability, 
transferability of interests, centralized management and continuity of life which are designed to ensure that the 
LLC organized under them will be classified as a partnership for Federal tax purposes. States having so-called 
"flexible" LLC statutes, such as Illinois and Texas, allow LLC organizers flexibility in structuring the LLC and allow 
varying provisions to be inserted relative to the transferability of interests, centralized management and continuity 
of life. 

Under the recent "check-the-box" regulations, the entity classification process has been greatly simplified 
because an entity that is not a ~ corporation is an eligible entity and may elect to be classified as either a 
partnership or a corporation by an election process which operates by means of a default mechanism. Therefore, 
a domestic eligible entity needs to affirmatively act only when it desires to be classified as a corporation. 
Otherwise, that entity will be classified as a partnership. 

In this area, when dealing with an LLC created pursuant to a "flexible" state statute, there usually is 
centralized management as well as limited liability and, therefore, the characteristics of (1) continuity of life and 
(2) free transferability of interests are those which must be avoided in order to obtain partnership tax status. 

Centralization of management: An entity possesses the corporate characteristic of centralization of 
management if a person, or group of persons, which does not include all of the members of the entity, is vested 
with the exclusive authority to make business decisions for the entity. In an LLC, centralization of management 
exists if the members of the LLC who retain no significant management authority own substantially all of the 
membership interests. Some states do not require the election of managers, but rather vest management of the 
LLC in its members unless the Articles of Organization provide for the election of managers. 
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Continuity of life: An entity lacks continuity of life if any member has the power to dissolve the entity by 
death, retirement, insanity, bankruptcy, expulsion or some other event of withdrawal, even though the remaining 
members may agree to continue the business. Generally, LLCs will want to have a method to continue the 
business when one member leaves, dies, or otherwise exits the llC. Flexible state statutes provide for the 
continuation of the llC upon the occurrence of a terminating event, usually by stipulating thatwithin 90 days after 
the event, there are at least two remaining members and all of the remaining members agree to continue the llC. 

Free transferability of interests: An entity possesses the corporate characteristic of free transferability 
of interests if a member has the power, without the consent of other members, to substitute a non-member in 
his or her place, conferring all attributes of ownership on that non-member. Usually, free transferability of 
interests is avoided by providing in the Articles of Organization or Operating Agreement that a member cannot 
transfer to a non-member the right to participate in the management of the business without the unanimous 
consent of all of the other members. A member is entitled freely to assign his or her membership interests in 
profits, but not in management or in voting rights. Thus, different conditions relating to the transfer of interests 
may be set forth. 

Most "flexible" statutes provide that ownership interests in LLCs are not transferable without the consent of 
the other members and most further allow the Articles of Organization to modify this rule and allow members to 
establish their own conditions for transferability. In some instances, new owners become "economic owner" 
members which confers a somewhat different status upon them. 

Accordingly, the two corporate characteristics often found lacking in an llC intended to be taxed as a 
partnership are the characteristics of (1) a lack of continuity of life and (2) the lack of free transferability of 
interests. Because of the interplay with the self-employment tax aspects of member managers vs. managed 
LlCs, the centralization of management is a corporate characteristic often found in LlCs, along with the 
characteristic of limited liability under which no member is personally liable under local law for the debts of, or 
claims against, the entity. 

Check-the-Box Rules: Except for single-member entities that had claimed to be a partnership, an eligible 
domestic entity that was in existence before the effective date of the new rules and that wishes to retain its 
classification will not be required to act. In other words, only an entity that desires to change its status would 
need to file an election to do so. The IRS has issued Form 8832 to implement the new "check-the-box" 
regulations. 

CONVERTING AN EXISTING CORPORATION TO LLC STATUS 

All of the practitioners interviewed in connection with an article that appeared in the Practical Accountant, 
October, 1996, observed that "an existing C corporation that wishes to avoid double taxation cannot cost
effectively convert to llC status because it would first have to liquidate and possibly trigger a substantial tax on 
the conversion. They believe that the new law (making changes in S corporation rules) has provided a great 
opportunity for accountants to evaluate whether existing corporations can and should convert to S status. Under 
current law, this would not trigger an immediate taxable event. However, practitioners should not overlook the 
impact of the built-in gains tax and the LIFO recapture tax (imposed by Section 1363(d))." 

As noted previously, many commentators have concluded that there is very likely to be a significant-if not 
prohibitive-tax cost associated with the conversion of a corporation which owns appreciated assets ... or in 
which the shareholders own appreciated stock ... associated with converting that existing corporation into an 
LlC. However, there may be situations where the appreciation in the assets is not so significant as to be a 
deterrent or the shareholder's basis in the stock ... either C or S ... may be significantly large ... or the taxpayers 
may be willing to attempt to structure the transaction so as to defer the negative tax results by use of the 
installment method of reporting income if a sale is contemplated. 

In general, it should be remembered that even where there are loss carryforwards available that might reduce 
the tax costs associated with the liquidation, the Alternative Minimum Tax at the appropriate entity levels must 
also be taken into consideration. 

A corporation planning to convert to an llC must be sure that it has: 

1. Thoroughly weighed and evaluated the pros and cons of converting, 
2. Properly dealt with the classification issues inherent in setting up an LLC so that the LLC will be taxed 

as a partnership, ~ 
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3. Engaged counsel to prepare a properly drawn LLC Operating Agreement, and 

4. Laid out-and is prepared to take-all of the steps necessary to achieve conversion to an LLC. 

In the latter regard, a corporation can convert to a limited liability company status in different ways: 

1. Complete liquidation of the corporation, followed by the shareholders contributing assets received in the 
liquidation to the LLC in exchange for LLC membership interests. 

2. The corporation contributes its assets to an LLC in exchange for membership interests and then it turns 
around and distributes those interests to its shareholders in complete liquidation. 

3. The shareholders initially contribute their stock in the corporation to an LLC in exchange for membership 
interests in the LLC. This is followed by the corporation distributing its assets to the LLC in complete 
liquidation. 

4. The corporation may be merged into an LLC and, as a result, the shareholders of the corporation may 
receive membership interests in the LLC in exchange for their stock in the corporation. 

5. Some states permit a corporation to convert to LLC status by filing Articles of Organization with the 
Secretary of State. 

For a thorough discussion of the corporate and shareholder tax consequences of liquidating either C 
corporations or S corporations in the process of forming LLCs, see "The Federal Income Tax Consequences of 
Converting a Corporation into an LLC" by David A. Miller in the Spring, 1996 issue oftheJournal of Limited Liability 
Companies. This article treats the subject comprehensively and, if you make it all the way through, suggests 
in the final footnote (#56) that "corporations that are not candidates for conversion under any of the methods 
discussed herein may be able to achieve at least some of the benefits of conversion through a variety of 
strategies, ... including ... the 'LLC mirror' and the 'LLC freeze.''' That footnote contains a comprehensive list 
of additional articles for those who are still not to be deterred by all of the conventional wisdom to the effect that 
the tax cost associated with converting a corporation to an LLC will usually be prohibitive. 

Recently, some taxpayers have requested Private Letter Rulings from the Internal Revenue Service relative 
to the tax consequences of the specific steps they propose to take in connection with converting to LLC status. 
Two of these letter rulings are discussed more fully below. 

SELECTED IRS RULINGS ON THE TAX ASPECTS OF CONVERTING TO LLC STATUS 

In Letter Ruling 9607006, the IRS ruled that a limited partnership could be converted into an LLC that would 
be taxed as a partnership for Federal tax purposes and that the conversion would be treated as a continuation 
of the partnership--and not a termination under Section 708-and that the conversion would not result in any 
gain or loss being recognized by the limited partnership, its partners, the limited liability company or its members. 
The Service so ruled holding, in addition, that the basis of each member's interest in the LLC immediately after 
the conversion of the limited partnership would be the same as the basis of that member's interest in the limited 
partnership immediately before the conversion, except as provided for by Section 752 which deals with the 
treatment of certain liabilities. 

In Letter Ruling 9636007, an S corporation desired to operate as an LLC, with the twist that the LLC would 
be taxable as a corporation (because it had at least three corporate characteristics). In this case, the Service 
was willing to treat an entity that was not a corporation at all under local law as an electing S corporation. In this 
case, the S corporation obtained LLC status by transferring its assets and liabilities to the newly formed LLC in 
a transaction that was a tax-free reorganization under Section 368(a)(1 )(F) as a "mere change in identity." The 
taxpayer was able to retain its status as a corporation after the conversation to LLC status and it was also able 
to retain its S corporation status. It would appear the reason for desiring this change had something to do with 
state taxation of S corporations vis-a-vis state taxation of LLCs. 

More recently, in Letter Ruling 9644027, the IRS ruled that an S corporation operating several auto 
dealerships as divisions would IlQt recognize gain or loss when it contributed those dealership assets to several 
limited liability companies (LLCs) in exchange for member interests in those LLCs and that there would be no 
recapture of LIFO reserves when those inventories were transferred to the LLCs ... even though the LLCs were 
classified as partnerships. 
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$ CORP DEALERSHIP CONVERTING T()LlCI"PAaTNERSHIP~' AVOIDS LIFO RECAPTURE 
Recently published Letter Ruling 9644027 'i$ the first to address the consequences of transferring LIFO 

inventory to a newly formed LLC (Iimited'liablJity,companyl having partnership ,characteristics. In Letter Ruling 
9644027, the .IRS ruled that an SCorp(jratiorioperating'$ev~ralautodealersh'lesasdivisionswouldoot recognize 
gain or loss when it contributed those dealershipassetsto.severallimited liability companies (LLCs) in exchange 
for member interests in the L.LCs. The Service further ruled that therewould be!lQ recapture of LI FO reserves 
when those inventories were transferred to the LLCs. 

The taxpayer who requested the Ruli~g owns and operates separate motor vehiclede~lerships under four 
separate franchise agreements ..... one with Motor 1 ("A"),.oneltfith,Motor 2 ("8"), one with Motor 3 ("C"), and 
one with Motor 4 ("D")." Eac:h deaJershipisOperatedas~iseparate division with its own separate accounting 
records. The taxpayer is an ScorporatJon form~dundefthelaws of State "X'; arid it is wholly owned by a Trust 
which previously acquired the stock by inheritance from the sole shareholde.r. . 

The dealership's LIFO ele.ction uses the link-chain L.IFO method for valuing its dollar-value inv~ntorypools. 
There are three LIFO pools: (1 ) new trucks and demonstrators, (2) new cars and demonstrators,and (3) new 
parts. The Ruling states that the taxpayer doesnotdistinguish items within each pool by model or make of vehicle 

. and that the taxpayer applies an outside index to the aggregate dollar value of each pool to determine the LIFO 
value and the LIFO reserve amount for each pool. 

The Ruling contains a questionable premise: It states that "b~ause thes4ccess.of a motor vehicle 
dealership depends, largely LJponthe effectiveness of Itsgener:al manager, v'ehici~mantifacturei'$ commonly 
insist that the general managers be allowe~to acql!ire anoiinceliltive1'ownershipinterest,inthe qealerships they 
manage," Apparently, oneOfthe· manufacturers required the dealer to provideth'egeneral manag.er with an 
opportunity to acquire suchan interest as a condition ·01its franchise agreement. 

In this case, however, the taxpayer corporate entity pperates 4 dealerships, each ofwhich is operated as 
a separate division. Ifthe general managers buy 'ihtere~ts in 'the ta)(payerinorder to acquire interests in the 
dealerships they manage, the value of their ownership interests will betiedto the success or failure of the other 
dealerships over which they have no direct responsibility or control. Also, that might require a disproportionate 
amount of cash investment. 

In order for the general managers to .acquire an interest in only the dealerships they manage" the taxpayer 
arranged for the formation of three State X limited liability COmpclnieS(LLCs)whiCflwQuldop,er'atethe dealerships 
after the transaction was completed; The .taxpayer represents that each LLC will be classified (I.e., taxed) as 
a partnership under Section301. 7701-2 of the Procedure and Administraticn Regulations. One LLC will operate 
two of the dealerships (presumably the same manufacturer), one LLC will operate another dealership, and one 
LLC will operate the remaining dealership. . 

After formation of the LLCs: 
1. The taxpayer proposes to contribute the net assets of each dealership, including LIFO inventories that 

have a fair market value in excess of their basiS, to eachLLC in exchange,for membership interests. 
2. The taxpayer will stay in existence and maintain a majority ownership interest in the profits and capital 

of each LLC. 
3. The opening inventory of each LLC will consist of the transferred LIFO inventory and the taxpayer 

represents that each,LlC will adopt the same LIFO methodto value its inventory as used by the taxpayer 
prior to the transfer. 

4. The amountofthe LIFO reserve allocat~d to the inVentories of each dealership will approximate the same 
percentage of the actual value as existed prior to the transfer. 

5. The asseUransfer will be conducted in a manner thatresultsin the three general managers holding 
supervisory authority over the same personnel and locations as before the transfer. 

6. It is expected that eac:hgeneral manager wjllcontribute·cash tothe LLC thaternploys him in exchange 
for an ownership interest commensurate with the amountof his capital contribution compared to the total 
value of the capital o1the LLC. 

7. The capital accounts of the general managers will not be credited with amounts other than the cash 
contributed (i.e., not for services rendered ... ). 

~ 
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IRS HOLDINGS IN L TR 9644027 

1. No Immediate Tax: Under Section 721 (a) of the Internal Revenue Code, neither a partnership nor any of 
its partners recognizes gain or loss when property is contributed to a partnership in exchange for a partnership 
interest. Because the taxpayer will contribute assets to each LLC in exchange for a membership interest in that 
LLC, the taxpayer will not recognize gain or loss on the contributions. 

2. No LIFO Reserve Recapture: The contribution of the LIFO inventory property to the LLC formed to qualify 
for partnership tax treatment will not trigger recapture of the LIFO reserve under Section 721 (a). 

3. Transaction Also Tax Free to the Managers. However ... : To the extent that any partner gives up any part 
of his right to be repaid his contributions in favor of another partner as compensation for services, Section 721 
does not apply and there would be immediate tax consequences to the contributing member-partners. In this 
case, however, each of the three general managers is making a cash contribution to an LLC in return for an 
ownership interest proportionate to that cash contribution. No manager is receiving an interest in a partnership 
in return for services rendered. Accordingly, the ownership interests in the LLCsgranted to the general managers 
will be tax free under Section 721 (a) to the extent those interests are received in exchange for property 
contributed to the LLCs. 

4. File Form 970: In order to adopt the dollar-value LIFO inventory method, each transferee LLC must file Form 
970 with its tax return (Form 1065) for the year in which the inventory transfers occur. In addition, each LLC also 
must comply with the provisions of Section 472 and the regulations thereunder. 

5. Built-In Gain: Property contributed to a partnership at a time when its book value differs from the 
contributing partner's tax basis is referred to as "Section 704(c) property". Reg. Sec. 1.704-3(a)(3)(i) provides 
that for this purpose, book value equals fair market value at the time of contribution. The excess of the property's 
book value over the contributing partner's adjusted tax basis is the amount of the built-in gain on the contributed 
property. 

Average Cost Special Collapsed Layer: Each transferee LLC shall treat those items included in its 
opening inventory as having been acquired atthesametimeand determine their cost by the average cost method 
as provided by Section 472(b)(3). In determining its LIFO inventory at the close of the first taxable year, each 
LLC shall treat those goods specified in the application as being: first, those included in opening inventory to 
the extent thereof; and second, those acquired in the taxable year. 

The LIFO inventories contributed to the LLCs are Section 704(c) property, and any built-in gain attributable 
to the inventory contributed by the taxpayer must be allocated back to the taxpayer when the LLC recognizes 
that gain. 

6. The Ever-Present Hamilton Industries: It is not necessary to treat the transferred inventories as items 
separate from later-acquired items because of disparate cost characteristics. L TR 9644027 states ... "Assuming 
Hamilton could apply to the facts of the proposed transaction, the discounts represented by the difference 
between the LIFO values and the actual values, as represented by the taxpayer, are different from the discounts 
that led the Tax Court in Hamilton to hold it was proper to treat those bargain-purchase inventories as different 
items from those subsequently acquired or produced." 

7. Elective Tax Year Considerations: Because the taxpayerlS Corporation will have a majority interest in the 
profits and capital of each of the LLCs, each LLC must adopt the same taxable year as the taxpayer. The 
taxpayer's Section 444 election will not terminate when it obtains the majority ownership interests in the three 
LLCs, even though at that time it will be a member of a tiered structure, because the taxpayer's tiered structure 
will consist solely of the three LLCs and an S corporation having the same taxable year and because the 
taxpayer's principal purpose of forming the three LLCs was not to obtain a significant unintended tax benefit from 
making or continuing a Section 444 election. 
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COMMENTS ON L TR 9644027 

As mentioned previously, many of the articles to date discussing the advisability of existing Sand C 
Corporations converting operating activities to LLC form conclude that there could be serious disadvantages 
because of anticipated triggering of tax liabilities on formation and/or funding of the LLCs. 

"Traditional thinking" regarding the recognition of gain or loss in connection with the forming of LLCs usually 
assumes that the transferor entity, if a corporation, will liquidate first and then its shareholders will transfer assets 
to the LLC. As a result of the liquidation, double taxation would be incurred by regular C Corporations (once at 
the corporate level, followed by tax at the shareholder level to the extent the net-of-corporate tax proceeds 
exceed the basis in their stock). S Corporations would incur a single level of tax ... at the shareholder level. 
Furthermore, even with an S Corporation, there may be built-in gains taxes attributable to the LIFO inventory 
reserve and/or to other assets. In the situation addressed in this Letter Ruling, note thatthe taxpayer represented 
that it would stay in existence (Le., it would not liquidate) and maintain a majority ownership interest in the profits 
and capital of each LLC. 

Are there significant limiting factors which could make the application of this Ruling relatively limited? ... not 
counting the fact that the Ruling is directed only to the taxpayer who requested it and Section 611 0(j)(3} provides 
that it may not be used or cited as precedent. 

L TR 9644027 may be limited to its very unusual fact pattern insofar as the S Corporation involved was one 
that was owned by a trust that had acquired its stock ~ inheritance from the sole shareholder. 

The Ruling appears to give significant weight to the belief that vehicle manufacturers commonly insist that 
general managers be allowed to acquire an "incentive" ownership interest in the dealerships they manage insofar 
as one of the manufacturers required the taxpayer to provide the general manager an opportunity to acquire such 
an interest as a condition of a franchise agreement. Many experienced practitioners and dealer advisors would 
disagree with this statement. Perhaps under the circumstances in the Ruling, that would not be unusual because 
a Trust owned the stock of the entity that operated the dealership. Otherwise, this may be a shaky premise. 

The Service offered no rationale in support of its no LIFO recapture conclusion. In considering the Service's 
holdings relative to Hamilton Industries, observe that Hamilton involved "steep discounts" which resulted in 
"greatly disparate" cost characteristics. L TR 9644027 states--without further elaboration---that the discounts 
that led the Tax Court to treat the steep discount bargain purchase goods as separate items ... "are differentfrom 
... the discounts" represented by the LIFO reserves. In what fashion or manner, or is this a matter of degree? 

Query: If the LIFO reserves as a percentage of the ending inventory's capitalized cost were extremely large, 
could Hamilton apply? In stating that the Hamilton rationale does not apply here, might one expect distinctions 
to be made in other fact patterns where the LI FO reserves might be significantly larger? Might the "clear reflection 
of income" standard be invoked? Without knowing the dollar amounts and sizes of the actual percentages, one 
is left to wonder. In other technical respects relating to the taxpayer's LIFO methodologies, the Ruling leaves 
much to the imagination. 

Another puzzling element is the Ruling's reference to the "actual value" of the LIFO inventories. The use of 
the term "actual value" is confusing. Isn't actual value determined by subsequently negotiated sale activities, 
rather than any other standard? Does "actual cost" mean "capitalized cost?" Which equals book value? Or fair 
market value? Or something else? The failure to be more precise relative to Section 1363(d} and the built-in 
gains issues related to the determination of cost, fair market value, and the determination of fair market value 
renders the Ruling somewhat nebulous. 

Query: Would the Ruling be different if the sole shareholder were still alive (Le., a living individual) and a 
trust were not involved? Still another query: If only ~ of the manufacturers requires the taxpayer to provide 
the general manager for that franchise with an opportunity to acquire stock as a condition of its franchise 
agreement, isn't the IRS being overly generous in allowing the formation of three LLCs, two of which apparently 
operate franchises where this requirement is not a condition of the franchise? 

Conclusion 
While Letter Ruling 9644027 is favorable to the dealer who received it from the IRS, others should definitely 

not proceed in this area without first securing their own-hopefully favorable--ruling from the Service. Once 
these transactions are completed without a ruling from the Service, it's too late to undo them if the results turn 
out to be adverse tax-wise. * 
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S CORP RULE CHANGES IN 1997 
OF SPECIAL INTEREST TO DEALER ADVISORS 

Recently, as partnerships and limited liability com
panies (LLCs) taxed as partnerships have become 
more popular, some have anticipated that the number 
ofS corporations in existence would radically decrease. 
The Small Business Job Protection Act of 1996 (PL 
104-188) appears to be designed to reduce the number 
of corporations changing from S status to LLC. Gener
ally, the provisions are effective for taxable years 
beginning after December 31, 1996 ... so January 1, 
1997 is the effective date for most of them. A summary 
of the changes of special interest to dealer advisors 
appears below. 

In general, more shareholders are now permitted 
(although this for almost all S corporations was never 
a barrier), and a new kind of shareholder is permitted 
allowing trusts which are not accumulation devices to 
be S corporation shareholders. 

Electing Small Business Trusts are a new form of 
trust that is permitted to be a shareholder in an S 
corporation. Beneficiaries can be individuals, es
tates and certain other types of organizations. No 
interest in the trust can be acquired by purchase and 
an election must be made by the trustee. This means 
that multiple beneficiary trusts may now be S corpo
ration shareholders if they are not accumulation type 
devices. However, the tax rate on the business 
income from the S corporation is the highest marginal 
rate, currently 39.6% starting with the very first dollar 
of S corporation income flowing through to the elect
ing small business trust. This trust has a split tax rate 
insofar as its other income (such as interest, divi
dends, etc.) is taxed at the "regular" trust income tax 
rates. When an electing small business trust distrib
utes income on which it has already paid the 39.6% 
tax relating to that S corporation income, that distrib
uted income will not be taxed again upon receipt by 
the beneficiary. 

This may be useful for the typical residuary trusts 
set up under estate plans. 

Another provision allows grantor trusts after the 
grantor's death and testamentary trusts to continue 
to be S corporation shareholders for as long as two 
years, an increase from the previous more limited 60 
day period. If a business missed its 2112 month 
election filing deadline and lost its S corporation 

. election, the IRS can now allow corporations to 
reinstate the S election if there was reasonable 
cause for the late election. This applies to tax to 
elections for taxable years beginning after December 
31, 19.62. That is not a misprint: this provision allows 

for a retroactive look at certain "blown" LIFO elec
tions due to late filing for more than a decade. 
Although this may be somebody's "private legisla
tion,"there may be other taxpayers outthere who can 
benefit if the circumstances relating to their late 
election filing are "reasonable cause" for the failure to 
make that election timely in the first instance. 

S corporations are now permitted to hold subsid
iaries. The legislation now provides good planning 
opportunities for successful S corporations to re
structure their operations (to include S corporations) 
on a going forward basis. The previous prohibition on 
members of a parent-subsidiary affiliated group mak
ing an S election have been removed. Now, a wholly 
owned subsidiary can be disregarded as a separate 
corporation for tax purposes and treated as part of 
the S corporation. As a result of these changes, S 
corporations can now hold 80% or more ownership in 
C corporation subsidiaries or 1 00% of (wholly owned) 
qualified subchapter S subsidiaries (QSSS). As a 
result of these changes regarding permitted corpo
rate ownership, the formation of a wholly owned 
subsidiary may be appropriate for liability (body shop ... 
hazardous materials ... or BHPH used car operation) 
or other non-tax motivated purposes. 

Under Section 1309, taxation of distribution dur
ing a year will be determined before any year-end 
adjustments for losses during the year. As a result, 
in loss years, this treatment may convert otherwise 
taxable distributions into tax-free distributions. 

Where stock in an S corporation is inherited, 
items held by an S corporation which are income in 
respect of a decedent (IRD under Section 691) are to 
be determined in the same manner as if the de
ceased shareholder had held directly his prorata 
share of the item. The basis of inherited S corpora
tion stock is to be determined by taking into account 
items constituting IRD. There will be a reduction in 
the step up in basis of this stock by the extent to which 
the value of the stock is attributable to the IRD items. 
This provision is effective August 20, 1996. In other 
words, where the S corporation owned property 
which is IRD type property, there will be a split basis 
for that S corporation stock. 

Finally, if a corporation previously terminated its 
S election and was required to wait five years before 
reelecting, if that corporation terminated its S elec
tion prior to date of enactment, it can reelect S status 
without the need to obtai!1 IRS consent. 

* 
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COMPARISON OF LLCs WITH OTHER ENTITIES 

LIMITED 
CCORP SCORP LLC PARTNERSHIP PARTNERSHIP 

Limited Yes Yes Yes No Only limited 
liability partners have 

limited liability 

Tax on entity Yes No, but there are No No No 
certain 
exceptions 

Double taxation Yes No, but there are No No No 
certain 
exceptions 

Income and No Only pro rata Yes Yes Yes 
Expense allocations 
allocations are available 
available 

Restrictions on No Yes No No No 
ownership 

Owners of the Shareholders Shareholders Members Partners Partners 
business are 
called ... 

Ownership in Share, equity Share, equity Membership Partnership Partnership 
the business is interest interest interest 
referred to as ... 

Business is Officers & Officers & Managers or General partners General partners 
managed by ... Board of Board of member-

Directors Directors managed 

Basic By-laws, By-laws, Operating Partnership Partnership 
agreements Shareholder Shareholder Agreement, Agreement Agreement 

Agreements, Agreements, Articles of 
Certificate of Certificate of Organization 
Incorporation Incorporation 
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Current Hot and Emerging Tax Issues (Continyed from cage 9) 

LUXURY TAX 

This tax affects some dealers a lot more than others, especially Mercedes-Benz, Lexus and Cadillac dealers. 
Almost every dealer, almost every franchise, now sells at least one vehicle that is currently subject to the luxury 
tax. The tax will be phased out. The lUXUry tax went from 1 0% to 9% on August 28, 1996 and will go down to 
8% on January 1, 1997 and will continue to be phased down until it is completely phased out by January 1, 2003. 

The threshold on the tax is currently $34,000 and it is tied to an inflation adjustment. The $34,000 threshold 
is going to increase at some point although it will probably stay at $34,000 during 1997. Possibly starting January 
1, 1998, the threshold may go up to $36,000. NADA would have preferred to have the luxury tax repealed in its 
entirety. Unfortunately, this tax does raise a significant amount of revenue. And the way the rules work in 
Washington, if you want to repeal a tax that raises revenue, you have to replace it with something else that will 
raise at least an equal amount of revenue. Kitzmiller believes this was the best result NADA could have hoped 
for since it seems to guarantee the lUXUry tax will be gone at the end of the phase out period and we won't have 
to deal with it any more. That is seen as a fairly positive result for lUXUry car dealers. 

CONCLUSION 
The Big Three hot topics (demonstrator vehicles, withholding on Factory incentive payments and LIFO 

conformity) have been with us unresolved for many years. It is reasonable to expect they will remain so for many 
years to come. In addition, they are likely to be supported by an ample nuniber of newly emerging tax issues. 
Like death and taxes, there will always be a list of current hot and emerging tax issues! * 
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